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Editorial

Robert Albon

^  V  T IT H  this issue Agenda reaches an important milestone: five years of 
%  /  \ /  publication. As this has approached we have taken the opportunity to 

▼ T reflect on the future of Agenda.
Over the years Agenda has established itself as a journal with a considerable 

reputation for quality. It has more than lived up to its principal aim of informing 
the policy debate through the analysis of policies in particular areas and considera
tion of the contextual situation in which policy making occurs. A major strength of 
Agenda is the presentation of rigorous policy analysis that is accessible to the widest 
possible readership. The style of approach varies. Some authors take a rather 
‘clinical’ approach to their task while others take more definitive positions, although 
always based on clearly-stated objectives. Our ‘Non-Agenda’ department is more 
indulgent: a stronger policy stance is allowed.

Its success as a forum for policy debate is reflected in the broad range of con
tributors and of issues that have been addressed in published articles. In the past 
five years all major policy developments of national and regional interest have been 
discussed in Agenda. The range of issues dealt with include unemployment, mac
roeconomic policy, taxation, industrial relations, trade practices, organisation and 
performance of public utilities, tariffs and trade reform, health, education, financial 
regulation, the environment, the arts, the constitution and the electoral system, na
tive tide, and equal opportunity. New Zealand issues have also featured promi- 
nendy and we have profiled many countries in die region. Contribudons have 
come from economists, lawyers, political sciendsts, historians and others, from uni- 
versides, die government sector and the private sector.

Agenda is published by the Faculty of Economics and Commerce at The Aus
tralian Nadonal University under the direcdon of die Faculty’s Centre for Applied 
Economics. We are very proud of die 19 issues published since Agenda com
menced in 1994. The journal has been consistendy characterised by two higlily- 
desirable attributes. First, the hundreds of ardcles and reviews have been of a con
sistendy high quality contributed by experts in dieir field. Second, each issue is 
nicely balanced widi respect bodi to breaddi of issues covered and of topicality ver
sus reflecdveness of content.

These characterisdcs are the trademark of our foundadon editor, Dr Michael 
James. Michael was appointed after he had established and fostered the highly suc
cessful Policy, for the Centre for Independent Studies. Regrettably, this is die final 
issue of Agenda under his skilful editorship. On behalf of die Management Com
mittee of the Centre for Applied Economics I would like to thank Michael for his 
substantial efforts and achievements and wish him well in his future endeavours.
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Under Michael's editorship, Agenda attracted high calibre authors and review
ers. All papers in Agenda go through a rigorous refereeing process, with at least 
two referees for each piece. The refereeing process is anonymous from both sides 
—  referees and authors. This immense task of review has been performed by 
scores of referees, including members of the Editorial Committee. We sincerely 
thank all those persons involved in this arduous process and look forward to their 
continuing support

Michael’s departure represents die end of one chapter and die beginning of 
anodier. Commencing widi die second number of Volume 6, die editing of 
Agenda will be Canberra-based. The transition will be handled by myself (currendy 
Associate Editor) widi assistance from Professor Steven Dowrick and Dr Graeme 
Wells from the Department of Economics in the Faculdes at The Australian Na
tional University and Dr Franco Papandrea from the Communications Research 
Unit in die Department of Communications, Information Technology and die 
Arts.

Subscribers will notice a change beginning with this issue: Agenda is a litde 
thinner. We have adopted the aim of covering the costs of the physical production 
of Agenda from subscription and odier sales revenues. The subscripdon charge 
has been held constant since 1994 in spite of substantial cost escalation. In order to 
continue achieving (physical) cost recovery we have decided to pursue greater reve
nues through expanding the subscriber base rather dian raise subscription charges. 
We hope subscribers will understand; at A$48 we think Agenda is a good invest
ment

The Management Committee and the new editorial team look forward to your 
continuing support.

Robert Albon is Director of the Centre for Applied Economics, The Australian 
National University, and Associate Editor of Agenda.
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Prospects for Indigenous Australians in 
the Welfare System

E economic status of indigenous Australians has been the focus of consid- 
able concern in recent government policy. Indigenous incomes at the
idividual level remain well below those of other Australians (see Figure 1) 

and over the period for which data exist there is only limited evidence that they are 
catching up.

This article provides an overview of the changes which have taken place in indi
vidual indigenous incomes and employment, and documents the importance of 
social security as a source of income for this group. Welfare transfers from gov
ernment have played an important role in maintaining indigenous incomes. The 
article considers some of the issues raised by welfare dependence and its implica
tions for the future economic status of indigenous Australians.

Options for Raising the Incomes of Indigenous Australians

A range of options exists for raising indigenous incomes. One possibility flows 
from die collective ownership of land by indigenous Australians, which has long 
been recognised. Beginning in the 19.50s, mining royalties on indigenous land have 
been earmarked for indigenous people. The Aboriginal Land Rights (Northern 
Territory) Act 1976 gave indigenous Australians the right to claim unalienated 
Crown land and to receive compensation for mining activities in the Nordiem Ter
ritory. Most odier States and Territories passed land rights legislation in die 1970s 
and 1980s which included mineral and royalty rights for indigenous Australians. A 
further important development was die High Court decision in the Mabo case in 
1992, which recognised common law rights to land, based on tradidonal law and 
customs (Altman, 1994). These rights have been codified at the Commonwealth 
level in the Nadve Tide Act 1993, subsequendy amended in die Nadve Tide 
Amendment Act 1998.

These collecdvely owned assets offer indigenous Australians the opportunity to 
develop sources of income growth for the community which will not be included in 
any individual calculadons of income. Access to community infrastructure such as

The term ‘indigenous’ is used throughout to refer to the Aboriginal and Torres Strait Islander popula
tions of Australia.

Anne Daly

Anne Daly is Senior Lecturer in Economics in the Faculty of Management at The 
University o f Canberra.
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housing and vehicles is also important for some groups (Altman, 1996). However, 
these aspects of indigenous income are not discussed in this article, mainly because 
of a lack of reliable estimates as to their size. Consequently, the estimates of indi
vidual indigenous income presented here should be thought of as minimum esti
mates of their command over goods and services.

There are currently three other main options for generating income for indige
nous Australians: mainstream employment, the Community Development Em
ployment Projects (CDEP) scheme and social security payments. Mainstream em
ployment offers the potential to generate rising incomes over time as the labour 
market skills of indigenous Australians improve. CDEP employment and welfare 
payments, while providing a minimum level of income, offer less potential for rais
ing real income over time.

Indigenous Australians have not always had access to the safety net of govern
ment welfare payments. In the last 25 years, the social security system has changed 
the way it treats them. In the late 1970s, the Department of Social Security (DSS) 
increased its efforts to reach remote communities and to ensure that all who were 
eligible for welfare payments were receiving them. It was not until die early 1980s 
that people in remote communities became entided to unemployment benefits 
(Altman & Sanders, 1991). It is argued below diat this incorporation of indigenous 
people into the welfare system has been a major reason for the rise in the individual 
incomes of indigenous females and has probably prevented individual indigenous 
male incomes from falling even furdier.

The safety net of social security payments is designed to provide a minimum 
standard of living. But it may also have die undesirable effect of reducing efforts to 
seek employment. The decision to search for work is related to the alternative in
come an individual can expect to receive from social security. Some individuals 
with limited labour markets skills and a large number of dependants can expect a 
lower income from work dian from social security. While remaining on social se
curity may be the best option for diese individuals in the short run, it may limit dieir 
ability to develop labour market skills and reduce die possibility of gaining higher 
incomes in die long term.

An alternative to direct welfare payments (or ‘sitdown money’) for indigenous 
Australians is participation in the CDEP scheme. Under this scheme, indigenous 
communities can pool their unemployment benefit entidements and, widi die aid of 
additional government funds, work for their benefit entidements on a part-time ba
sis on community-based projects. The scheme has proved very popular and ac
counted for about a quarter of indigenous employment in 1994 (ABS/CAEPR 
1996) and an estimated 23 per cent in 1996 (Taylor & Bell, 1998).

The Income and Employment Status of Indigenous Australians

The major source of information on the economic status of indigenous Australians 
at a national level is the Population Census. In each census since 1971, people have 
been asked to identify themselves as Aboriginal or Torres Strait Islanders. This 
self-identification makes it difficult to interpret census results as reflecting changes
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over time, since each census snapshot relates to a different group of people. There 
is considerable evidence that people have become more willing to identify them
selves as indigenous Australians over time, and this appears to have been particu
larly pronounced in the 1996 census (Choi & Gray, 1985; Gray, 1997; Taylor, 
1997; Hunter, 1998). In addition, die Australian Bureau of Statistics (ABS) has 
devoted considerable resources to improving the quality of the census data coming 
from remote areas (Taylor, 1992).

These caveats should be borne in mind in the following discussion of changes 
in income and employment over time. They are particularly important if the char
acteristics of the newly identified indigenous Australians differ systematically from 
those who had been so identified previously. While it is impossible to confirm di- 
recdy, die indirect evidence suggests that the indigenous population identified in 
1996, aldiough 30 per cent larger than in 1991, is not markedly different from that 
identified in 1991 in terms of education levels, location of residence and age distri
bution (Gray, 1997; Taylor, 1997; Hunter, 1998).

A second source of aggregate information on die economic status of indigenous 
Australians is the National Aboriginal and Torres Strait Islander Survey (NATSIS) 
conducted by ABS in 1994 (ABS, 1995). This one-off survey covered 15,700 in
digenous people and included questions on a range of issues not usually covered by 
ABS surveys. While the range of topics covered was extensive, die fact diat no 
similar survey covering the noil-indigenous population was conducted simultane
ously means diat it is not always easy to establish a comparison group for any re
sults.

Figure 1

Ratio of median indigenous to non-indigenous incomes for those 
aged 15-64 years, 1976-96

□ Males
13 Females 
■ Persons

Sources: Daly (1995), ABS (1997).
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Figure 1 summarises the real median incomes of individual indigenous males 
and females compared with other Australians of working age between 1976 and 
1996. The median income of indigenous adults as a group rose from 53 per cent of 
the median for other Australians in 1976 to 62 per cent in 1996. But this im
provement masks quite different results for indigenous males and females. The 
median income for indigenous males aged 15-64 years actually fell relative to the 
median of other Australian males. In 1996, it stood at 47 per cent, compared with 
64 per cent in 1976. In contrast, the indigenous female median income rose from 
74 per cent of that of other Australian females to 83 per cent in 1996.

Much of the deteriorahon in the relative income of indigenous males can be 
explained by the falling proportion in employment. In 1976, 56 per cent of the 
male indigenous population aged 15 years and over were in employment compared 
with 46 per cent in 1996. The latter figure includes CDEP participants working for 
their social security benefit entitlements. While the incomes of those not in em
ployment were roughly the same for indigenous and non-indigenous males, the 
median income for employed indigenous males was lower than that of other Aus
tralian males in employment. This reflects partly the inclusion of CDEP partici
pants among the employed, and partly the small proportion of indigenous males in 
well-paid occupations (see Daly, 1995, for further details).

CDEP employment and employment in community organisations have played 
important roles in maintaining indigenous employment at die recorded levels. 
Taylor and Bell (1998) estimate diat only 26 per cent of the indigenous working age 
population was employed in mainstream jobs in 1996. Their calculations suggest 
that indigenous employment in mainstream jobs grew at 1.1 per cent a year in die 
intercensal period 1991-96, which was below the growdi in the working-age popula
tion. There seems litde basis for expecting mainstream employment growth in die 
medium term to change die income status of indigenous Australian males.

In contrast to the male experience of a declining employment/population ratio, 
indigenous females have experienced an increasing ratio, rising from 0.25 in 1976 
to 0.33 in 1996. While diis probably contributed to rising individual incomes for 
indigenous females, die major explanation of die relative improvement in dieir in
comes is die rise in the direct payment of welfare benefits. Indigenous females not 
in employment had a higher median income dian odier Australian females not in 
employment. After assessing die available evidence on relative changes in educa
tional levels, age structure and family characteristics, Daly and Hawke (1995:36) 
conclude that for indigenous females ‘changes in access to welfare payments and the 
incorporation of indigenous people from remote areas into the welfare system 
seems of fundamental importance in explaining the changes in dieir relative in
comes’.

The Extent of Welfare Dependence

It is not possible to make an up-to-date comparison of die extent of welfare de
pendence among indigenous and other Australians based on census data. The last 
census which asked people about their sources of income was conducted in 1976.
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According to these data, indigenous Australians were more likely to be receiving 
social security payments than other Australians. Twenty four per cent of indigenous 
males were in receipt of such benefits, compared with 17 per cent of other Austra
lian males and 33 per cent of indigenous females compared with 26 per cent of 
other Australian females (Daly & Hawke, 1993).

Table 1 combines administrative data from the DSS and census data from 1991 
to present a more up-to-date picture of the number of indigenous Australians re
ceiving social security compared with all Australians of working age (Daly & Hawke, 
1994). In line with Commonwealth policy, the DSS now relies on indigenous peo
ple to self-identify. This choice, and the fact that the coding of information has not 
always been a priority with DSS officials, means that diese figures are probably a 
minimum estimate of the numbers of indigenous people receiving social security. 
The extent of the under counting is considered to vary between areas and types of 
payment.

Table 1

Numbers of pensioners and beneficiaries per 100 people for
indigenous and other Australians, by age, 1991

A g e Indiaenous
%  o f recipients P e r 1 0 ( f

T ota l population  
% o f recipients P e r  1 0 ( f

16-19 10.6 13.8 5.5 16.3
20-29 30.8 20.0 12.6 14.9
30-39 24.8 22.3 11.2 13.3
40-49 12.9 18.7 8.7 23.8
50-59 10.7 26.3 10.6 22.1
60+ 10.2 na 51.4 na
Total 100.0 100.0
Total working ageD 20.0 18.8

Notes: alt has been necessary to compare DSS figures with population figures from the 
census to construct these ratios. Those identifying as Aboriginal and Torres Strait Island
ers may differ between the two sources. b Individuals aged 16-59 years.

Source: Daly & Hawke (1994).

According to these figures, 20 per cent of indigenous Australians of working age 
were receiving social security payments, compared with 19 per cent of die total 
populadon. This is not a big difference but it must be remembered that, in 1991, 
there were 18,000 indigenous participants in labour market programmes run by the 
Department of Employment, Education and Training (DEET) and there were 
18,266 participants in the CDEP scheme run by the Aboriginal and Torres Strait 
Islander Commission (ATSIC). CDEP participants would be entided to social se
curity payments were they not in the scheme; and, when they are included in the 
total, the share of indigenous Australians of working age who were in receipt of 
public assistance doubled to 40 per cent, more than twice the rate of the Australian
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population in general. The addition of participants in DEET programs who were 
not already included as either DSS beneficiaries or CDEP participants would raise 
even further the share of those in receipt of government assistance. The figure of 
40 per cent should be taken as indicative, as there may be some double counting 
between DSS and ATSIC figures; but there are also grounds, oudined above, for 
considering these figures as underestimates.

More recent figures from the NATSIS show that, in 1994, 63.4 per cent of the 
indigenous adult population reported government payments as their main source of 
income (ABS, 1995). These figures include those aged over 60 years, of whom a 
greater proportion might be expected to be reliant on welfare income. Birrell, 
Maher and Rapson (1997), using administrative data from the DSS and Depart
ment of Veterans Affairs, estimated that, in 1995, 32 per cent of all Australians aged 
20 and over were primarily dependent on welfare payments. While these two esti
mates do not offer a perfect comparison, they suggest that dependence on welfare 
income is about twice as high in the indigenous community as among other Austra
lians.

Replacement Ratios

This high level of welfare dependence raises another important question: what are 
the incentives for indigenous people to leave welfare? To answer this question fully, 
we would need to model the labour supply behaviour of indigenous Australians. 
Hunter and Daly (1998), using NATSIS data and DSS payment schedules, have 
taken a first step by estimating replacement ratios for indigenous Australians. The 
replacement ratio (the ratio of net income from welfare to net income from work) 
provides one summary measure of the incentives to work given the existence of an 
alternative income from the welfare system. The closer a replacement ratio is to 
one, the less incentive an individual has to work; and a replacement ratio greater 
than one means that the individual has no monetary incentive to work as he or she 
can receive a higher income from social security.

Table 2 presents estimates of replacement ratios for indigenous males and fe
males according to their labour force status. Two alternative estimates of the ex
pected wage from employment have been used. The first is based on the expected 
income for all indigenous males and females from all forms of non-CDEP em
ployment, that is, full-time, part-time and seasonal work. The second calculation is 
based on an alternative employment income from full-time, full-year non-CDEP 
work. As the expected income from employment is higher under the second as
sumption, the replacement ratios are lower. However, since for many indigenous 
Australians part-time and seasonal work may be the most realistic employment op
tions available, the first column may be more representative of the replacement ra
tios they face.
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Table 2

Replacement ratios across all labour force states, 1994
Basis of sample for wage estimation 

N  (1) (2)
All non- Full-time,

___________________________________ CDEP workersa full-yearß
Single-adult income units

Single males
All 1791 0.69 (0.27) 0.54 (0.15)
CDEP 296 0.66 (0.20) 0.56 (0.14)
Unemployed 517 0.62 (0.19) 0.52 (0.13)
Non-CDEP 357 0.56 (0.19) 0.48 (0.13)
Not in labour force 621 0.85 (0.32) 0.59 (0.16)
Single females 
All 2161 0.81 (0.24) 0.58 (0.13)
CDEP 153 0.76 (0.19) 0.60 (0.14)
Unemployed 461 0.74 (0.17) 0.58 (0.12)
Non-CDEP 374 0.68 (0.22) 0.52 (0.13)
Not in labour force 1173 0.89 (0.25) 0.60 (0.13)
Married/de facto married income units

If female partner is dependent (i.e. indigenous male partner looking for work)
All 1939 0.91 (0.23) 0.81 (0.17)
CDEP 380 1.00 (0.24) 0.89 (0.18)
Unemployed 485 0.92 (0.21) 0.82 (0.16)
Non-CDEP 727 0.85 (0.20) 0.77 (0.16)
Not in labour force 347 0.92 (0.25) 0.80 (0.17)

If male partner is dependent (i.e. indigenous female partner looking for work)
All 2216 1.22 (0.29) 0.89 (0.18)
CDEP 221 1.31 (0.31) 0.98 (0.21)
Unemployed 300 1.18 (0.24) 0.90 (0.16)
Non-CDEP 504 1.10 (0.26) 0.83 (0.16)
Not in labour force 1191 1.27 (0.30) 0.89 (0.18)

Notes: Replacement ratios for married income units are calculated by dividing the social 
security entitlement of both partners by the expected net income from non-CDEP wages 
(and consequent family payment entitlements when employed) of the partner looking for 
work. Other family income is held constant throughout.
Standard deviations are in brackets.

Source: Hunter and Daly (1998).

The replacement ratios are presented separately for single males and females 
and for males and females who were members of a married or de facto married 
relationship. The average replacement ratio for virtually all the groups identified 
here is over 0.50; that is, the average indigenous Australian could expect to receive
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at least half of their expected income from employment from social security bene
fits. More specifically, by way of example, the table shows that the average single 
indigenous male could expect to receive 69 per cent of the average employment 
income for this group from welfare payments.

The table shows that the average replacement ratio for single males and females 
is highest for those not in the labour force but does not differ substantially between 
those in CDEP employment or unemployment. As might be expected, the lowest 
replacement ratios were for those already in non-CDEP employment. The ranking 
across labour market states was, however, less clear for those who were married or 
in a de facto marriage relationship. While those in non-CDEP employment faced 
the lowest replacement ratios for each comparison group, the ranking differed for 
the other three labour force status groups.

Two other important features of the table are worth noting. The replacement 
ratios were higher for females than males, and higher for those who were married 
or in a de facto marriage relationship. The first result reflects the lower earnings of 
females compared with males; the second, the fact that the welfare system explicitly 
recognised die additional costs of supporting a dependent spouse while employers 
do not. The replacement ratios in excess of one for partnered women in all labour 
force categories compared widi all non-CDEP employment show that for diese 
women, their expected income was higher from welfare payments dian from em
ployment.

The results presented in this table are averages, which may differ substantially 
from die replacement rados facing particular individuals. More detailed calculations 
presented in Hunter and Daly (1998) show that, among single males and females, 
about 20 per cent of individuals could expect a higher income from welfare dian 
from employment in non-CDEP work. Among those in partnered relationships, 
the share was higher: 30 per cent for males widi a dependent partner and looking 
for work, and almost 80 per cent for females with a dependent partner and looking 
for work.

Evidence from earlier Australian studies and die international literature suggest 
that die replacement ratio influences duration of employment (Committee on Em
ployment Opportunides, 1993; Jackman, 1998). It is therefore perhaps not sur
prising, given the relatively high replacement ratios for the unemployed and diose 
on CDEP, diat indigenous Australians have relatively long unemployment durations 
(ABS/CAEPR, 1996).

The CDEP Scheme

While linked to the welfare system, the CDEP scheme offers indigenous Austra
lians die possibility of developing labour market skills and establishing indigenous 
enterprises which may in the long term be profitable. Each CDEP community is 
unique, with outcomes ranging from die development of successful businesses op
erating in the wider community to examples where die scheme merely provides a 
vehicle for transferring social security payments to individuals widi litde in die way 
of a real work requirement (Deloitte Touche Tohmatsu, 1993; Smidi, 1994, 1995,
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1996). Employment activities which have been undertaken under the CDEP
scheme include clothing manufacture, market gardening, emu farming, firewood
collection, maintenance of sacred sites, cultural education for children, rubbish re-

2moval and housing repairs (Smith, 1995). Some of these activities have the poten
tial to become self-supporting. While there are examples of this, they are few in 
number.

An important aspect of the scheme is its ‘indigenousness’. In a familiar envi
ronment, it is possible that indigenous people are more likely to develop skills 
which would remain untapped in mainstream employment. For many, the oppor
tunity of working in an indigenous environment is invaluable and compensates for 
the low incomes relative to those available from mainstream jobs.

However, there is limited evidence of individuals moving off CDEP into main
stream employment (Taylor & Altman, 1997). There is also a danger that, as work 
is part-time and payments are limited to social security benefits, the opportunities 
and incentives to develop labour market skills are reduced. This point may be par
ticularly important for young people deciding whether to continue schooling. If 
CDEP employment is the most likely outcome for these young people, it offers lit
tle incentive to stay at school past the compulsory years.

Summary and Conclusions

This article has documented the relative individual income status of indigenous 
Australians and the extent of their welfare dependence. The available evidence 
shows a deterioration in relative indigenous male incomes between 1976 and 1991, 
offset by the rise in the relative incomes of indigenous females. The former can be 
attributed mainly to the reduction in the proportion of indigenous males in em
ployment, and the latter to the increased access to welfare payments for indigenous 
females. The estimates presented here show that, in 1991, about 40 per cent of 
working age indigenous Australians received social security benefits (including the 
CDEP scheme), about double the rate among other Australians. Other estimates 
support this conclusion. Without the safety net of the welfare system, the current 
plight of indigenous Australians could well be much worse.

However, a longer-term view of the current situation raises major concerns. 
Those on social security payments may find themselves in poverty traps with little 
incentive to find work. CDEP scheme participants may also face a future of low 
income. Unless activities undertaken under the CDEP scheme can successfully 
generate income for indigenous communities or provide a vehicle for expanding 
labour market experience for indigenous people who then move into mainstream 
jobs, participants on the scheme will continue to be working for dieir social security 
entidements. There is limited evidence to date that the CDEP scheme has achieved 
these goals, though it may do so in the long term.

2
Case studies of successful schemes in Port Lincoln, Newcasde and Redfem have been documented 

by Smith (1994, 1995, 1996).
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For many of those on welfare, the replacement ratios presented above suggest 
that there is little financial incentive to search for mainstream employment. There 
is a real danger of poverty traps for indigenous Australians. A feature of the welfare 
system is that, as the number of dependants increases, so does the size of the wel
fare payment. This creates high replacement ratios for this group of people with 
relatively little in the way of labour market skills and high fertility rates. The incen
tives to search for work and perhaps break the cycle of welfare dependence is lim
ited. Those living in remote areas face the additional costs associated with migra
tion to areas with employment opportunities.

The replacement ratio can be altered by either reducing welfare payments or 
raising potential employment income. The former strategy would impose substan
tial short-term costs on indigenous Australians. The latter requires that indigenous 
Australians gain more labour market skills and that barriers to employment, such as 
racial discrimination, are reduced. These are major long-term goals for policy mak
ers.
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Retirement Income Policy in New 
Zealand: Lessons for Australia

Angela Ryan

W IKE other OECD countries, New Zealand has an ageing population, with 
serious consequences for the future financing of retirement incomes. Unlike 

-A ^-Jother OECD countries, however, New Zealand has chosen not to make 
saving for retirement compulsory, not to fund it through earmarked taxes, and not 
to encourage it with tax incentives. Are diese choices wise?

New Zealand’s Current Policies

New Zealand Superannuation. New Zealand provides a state pension, New Zea
land Superannuation (NZS). Like Australia’s age pension, it is financed on a pay- 
as-you-go basis from general revenue; unlike the Australian pension, it is not 
means-tested. It is generally available to people who have been resident in the 
country for at least ten years at die time of applicadon

The age of eligibility (which is the same for men and women) is in the process of 
being raised from age 60 to age 65 over a nine-year transition period diat ends in 
2001. NZS is indexed annually to the movement in die CPI. At the time of this 
CPI adjustment, if die post-tax amount of NZS paid to a couple lies outside a 
‘wage-band’ of between 60 per cent and 72.5 per cent of after-tax ordinary-time av
erage weekly earnings, it is adjusted to bring it widiin the range. This adjustment 
ensures diat NZS maintains a fair relationship widi incomes of people in the paid 
labour force.

Private provision for retirement. The provision of private income for retirement is 
entirely voluntary in New Zealand. Savings of all kinds are regarded as potential 
savings for retirement. The main policy emphasis is to ensure diat die financial sec
tor is competitive and efficient and diat consumers are well-informed about savings 
and related issues. It is assumed diat this will result in the strongest possible private 
savings environment, at minimal economic cost.

New Zealand is unique in treating savings in a tax-neutral manner. This ap
proach was adopted in 1988 in die context of an overall tax reform programme

Angela Ryan is Director, Taxation, at the Australian Society o f Certified Practis
ing Accountants. She was previously a member o f the Retirement Income Task 
Force in New Zealand The views expressed in this article are her own and are 
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18 Angela Ryan

designed to make the entire tax system more efficient by broadening tax bases and 
lowering tax rates (New Zealand Government, 1988). Income tax is levied compre
hensively on the income from which savings are made and on die earnings of those 
savings, but withdrawals of savings are tax-exempt. By contrast, Australia taxes su
perannuation at every stage of the saving process, but at reduced rates.

Neutral tax treatment of all forms of savings has been difficult to achieve in 
practice, for mainly administrative reasons (Periodic Report Group, 1997:60-4). 
Nevertheless, New Zealand has one of the world’s least distorting and simplest tax 
systems.

Demographic Change

While the total New Zealand population is not forecast to grow appreciably by the 
mid-21st century, the average age is likely to increase rapidly.

Other developed countries commonly show earlier and more marked ageing of 
their populations than New Zealand (Table 1). New Zealand is in a slightly better 
position than even Australia, which also compares favourably with OECD trends.

Table 1: Percentage of elderly population and dependency ratio: 
New Zealand and selected countries, 1950-2050

Year NZ Australia Canada Japan Sweden UK USA
Percentage of population aged 65+ 
1950 9.0 8.1 7.7 4.9 10.3 10.7 8.1
1970 8.5 8.3 7.9 7.1 13.7 12.9 9.8
1990 11.1 11.2 11.2 12.0 17.8 15.7 12.5
2010 12.0 12.6 13.3 20.5 17.9 15.7 12.9
2030 18.0 18.9 21.0 26.1 21.9 20.9 19.6
2050 20.3 22.4 21.7 30.2 22.3 22.6 20.8

Elderly dependency ratio (aged 65+/aged 15-64) 
1950 0.15 0.12 0.12 0.08 0.16 0.16 0.13
1970 0.14 0.13 0.13 0.10 0.21 0.21 0.16
1990 0.17 0.17 0.17 0.17 0.28 0.24 0.19
2010 0.18 0.19 0.20 0.32 0.28 0.24 0.19
2030 0.29 0.31 0.35 0.44 0.37 0.34 0.32
2050 0.33 0.38 0.36 0.56 0.37 0.38 0.34

Source: United Nations, World Population Projections (revised ed.), New York, 1994.

NZS Expenditure Projections

Based on projections by the New Zealand Treasury (Periodic Report Group, 1997), 
in die absence of any policy change NZS will more than double its share of GDP 
over die next 50 years from 5 per cent to 11 per cent (or from 4 per cent to 9 per 
cent in net terms). Many OECD countries already spend nearly 10 per cent of 
GDP on their public pensions; in Japan, Germany, France and Italy, government 
pension expenditures are projected to rise to between 14 per cent and 20 per cent
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of GDP in the first few decades of the 21st century (OECD, 1997:38-40). New 
Zealand is thus relatively well placed in terms of projected expenditure on public 
pensions. Australia is in an even stronger position, with expenditure on public pen
sions expected to be only about half of that for New Zealand over the period to 
2050 (OECD, 1997:38-9). However, NZS accounts for less than half of the in
crease in projected ageing-related government expenditure, which also includes 
general health expenditure, aged and long-term care and disability services (Periodic 
Report Group, 1997a). According to the NZIER (1997:15), financing future gov
ernment spending, including the costs of an ageing population, will require tax 
revenues to rise to nearly 40 per cent of GDP by 2050. This compares with the 
historical peak of just over 35 per cent of GDP reached in 1990 and an average of 
slightly above 30 per cent over the past 25 years. Yet a rise to 40 per cent would not 
necessarily represent a crisis: many OECD countries already have tax burdens at 
levels beyond 40 per cent of GDP.1

That said, like all OECD countries New Zealand needs to compete with low-tax 
countries, such as those in Asia. As well, considerable uncertainty surrounds pro
jections over a 50-year period.

Financing Future NZS Costs

If current arrangements remain unchanged, the tax burden imposed by expenditure 
on NZS could constrain the growth of the economy. The options for reducing fu
ture expenditure on NZS comprise raising the age of eligibility for NZS beyond age 
65; changing the indexation formula for NZS; and converting NZS from a universal 
to a targeted benefit.

The Periodic Report Group’s (1997) modelling indicated that raising the age of 
eligibility and targeting the benefit would allow for a fiscally sound response to the 
economic changes that will occur over the coming 50 years, without compromising 
the assurance of an adequate retirement income for all New Zealanders. It also 
concluded that, if the voluntary regime delivered adequate retirement incomes for 
die population at reasonable fiscal cost, dien compulsion should be rejected, since 
die benefits of compulsion in terms of redrement income or national savings out
comes would not outweigh the costs of a compulsory regime (diis is discussed in 
detail below).

In contrast, Australia undertook no modelling before introducing compulsory 
superannuation. Yet the OECD (1997:38-9) projects Australia’s share of GDP on 
expenditure on age pensions to be about half that for New Zealand.

Compulsion versus Voluntary Provision

In September 1997, New Zealanders vodng in a referendum rejected overwhelm-

hn 1995, Denmark, Sweden, Belgium, Finland, France, the Netherlands, Luxembourg, Greece, Aus
tria and Norway all had tax/GDP ratios above 40 per cent New Zealand’s comparative position would 
be different if non-OECD countries were included.
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ingly a proposed compulsory and fully-funded private Retirement Saving Scheme 
(RSS). As well as doubts about the need to add the scheme to the existing savings 
mechanisms, a multitude of other reasons played a part in its rejection.2 The main 
issues raised by compulsion are summarised below.

Should governments decide how and when people save? By design, compulsory 
schemes restructure the choices made by individuals to ensure that they save more 
for retirement in a particular form than otherwise would be the case. But is it rea
sonable to assume that governments know better than their citizens about desirable 
living standards in retirement?

The view that private choices about saving will be inferior to government in
duced choices is not widely accepted in New Zealand. Jenny Shipley, then Minister 
for Social Welfare, now Prime Minister, stated on Sky News on 17 August 1997: ‘it 
is not the role of the Crown to tell people how to manage their net worth. ... New 
Zealanders are quite able, given the choice, to make decisions about what to do with 
the money that will fund them in retirement without laws or compulsion or limited 
frames of investment’.

Is compulsion necessary to prevent myopia and free riding? The main economic 
arguments cited to justify compulsion are that people are either myopic or will 
choose to ‘free ride’ on the state. These arguments were probably in die mind of 
John Dawkins, Australia’s Treasurer when compulsion was introduced diere, when 
he said: ‘... like most odier people, Australians generally undervalue savings for 
their own future retirement. Private voluntary savings cannot be relied upon to pro
vide adequate retirement security for most Australians’ (Dawkins (1992:1).

In New Zealand, it is generally held diat myopia, to the extent that it exists, is 
best addressed by attacking die problem direedy dirough information and educa
tion.

As for ‘free riding’, it is helpful to divide die populadon into diree broad groups:

1. diose who have limited capacity to save and will be reliant on public provision 
in retirement;

2. diose who could save, but choose instead to rely on NZS in retirement (the 
‘free riders’); and

3. diose who save privately, even widi NZS.

2Thc referendum was held at the behest of the New Zealand First Party that had campaigned for a 
compulsory savings scheme prior to die 1996 election and subsequently became the National Party’s 
partner in a coalition government. Over 80 per cent of the population voted; of those, over 90 per 
cent voted against the compulsory scheme. Exit polls suggested that only about 12 per cent of those 
who voted against the scheme were influenced by its close association with Winston Peters, Treasurer 
and Leader of the New Zealand First Party.
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Voluntary provision does not adequately deal with the second ‘could save but 
don’t’ group. But how big is this group compared with the odier two? Research 
undertaken in New Zealand for die proposed RSS indicated that, even with a ma
ture compulsory saving scheme which required that annuities be taken at retirement 
age, around 40 per cent of RSS income would continue to be funded by the gov
ernment (New Zealand Government, 1997:64), which suggests that the first group is 
relatively large.

An element of free riding will doubdess remain, irrespective of how well- 
informed people are about their retirement income needs. However, the alterna
tives to voluntary provision impose significant costs themselves, and these have to 
be weighed against the shortcomings of a voluntary regime.

The welfare costs o f  compulsion. In contrast to voluntary arrangements, which may 
miss one of the three target groups identified above, compulsory regimes affect all 
three groups when they are aiming to modify the behaviour of only the ‘could save 
but don’t’ group. Because this group cannot be readily identified in practice, com
pulsory regimes generally force everyone to save in a particular way and at a par
ticular time. This imposes large welfare costs on the entire community, through 
distortions to individual preferences and forgone opportunities.

In Australia, the most comprehensive published estimates of the gains in re
tirement incomes from the compulsory Superannuation Guarantee Charge (SGC) 
(Willis, 1995:10-14) take no account of welfare costs. These costs arise from the 
forgone opportunities to choose between consumption and saving during one’s 
working life. Even if compulsion increases retirement income, it may reduce life
time welfare by limiting die uses to which current income can be put. 3

The patterns of saving are likely to vary a great deal between individuals, re
flecting their different circumstances. The ‘one size fits all’ requirement of a com
pulsory arrangement cannot cope widi diis diversity. New Zealanders tend to save 
more as their incomes grow and as diey get older, and many people prefer to accu
mulate assets (in particular, to buy a house), radier than rely on financial assets 
when they save (Periodic Report Group, 1997:159-66).

Much of the Australian literature on retirement saving reflects die trade-off be
tween the flexibility of a voluntary regime and die constraints of a compulsory one. 
Advocates of reforms directed at tightening the rules often also call for more flexi
ble arrangements for some parts of the community. For example, Mack (1996) 
supports die restriction of lump sums and an acceleration in the increase in the 
preservation age to 60 so diat ‘retirement savings are used for retirement purposes 
only’ (1996:80), but at die same time she criticises die system for ‘fail(ing) to address 
the odier savings needs of individuals’ (1996:77). Similarly, while supporting com
pulsion, Davidson and McClelland (1996:90) suggest diat people should be able to 
reallocate their compulsory saving to odier life-cycle purposes. Implicit in diese 
calls for access to superannuation prior to retirement is the view that the welfare

3See Freebaim (1996:49).
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losses from forced retirement saving are not matched by the welfare gains from 
those savings in retirement.

Sinha and Sinha (1994:27) estimate that compulsory levy rates of 9 per cent to 
12 per cent impose deadweight losses of between $200 and $400 per worker per 
year. In aggregate, they estimate that the SGC imposes a welfare cost of $0.9 - 
$1.9 billion per year (or some 10-20 per cent of the cost of the age pension).

The impact o f  compulsion on the financial sector. In New Zealand, it is argued that 
a voluntary framework for private savings is more conducive to growth than com
pulsion because:

• when industry participants are competing equally for the saver’s dollar, and 
where there is no assurance of a constant flow of ‘contributions’, those partici
pants are likely to provide the best allocation of resources, in order to offer the 
best returns;

• compulsory schemes alter behaviour (and hence resource flows) throughout the 
economy, even though their real ‘target’ is only one group. So compulsion is 
likely to reduce the efficiency of investment in aggregate. There was a particular 
concern in New Zealand that if compulsion resulted in more savings being di
rected to managed funds, it would starve the small business sector of self
generated finance;4 and

• compulsory regimes generally apply to the rate at which people save from cur
rent income, and ignore the returns to household wealth that can be gained from 
more efficient investment. It is possible that the return on investment could be 
lifted while the rate of saving remained unchanged, so increasing the benefits 
from that saving.

Administration and compliance costs. Compulsory private provision entails general 
administration and regulatory costs that a voluntary system would avoid. Such costs 
can be very large.

Compulsory regimes also impose high compliance costs. They generally involve 
a plethora of reporting mechanisms that require savers, employers and the industry to 
generate sometimes very detailed information and to provide it on a regular basis to 
a number of agencies. Where compulsory arrangements are linked to tax bases, 
they can be very costly in terms of revenue forgone. This has been the case in Aus
tralia, where the SGC ‘tax’ has created an added incentive to escape the income-tax 
net

When saving is not entirely voluntary, particular groups are likely to resist modi-

4One answer to this problem is to exclude sell-employed people from the compulsory arrangements, 
as in Australia. In the proposal put to the referendum in New Zealand on the RSS, the self- employed 
were included on equity grounds: it did not seem just to force only part of the community to save.
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lying their behaviour in the required way, thus making such schemes vulnerable to 
pressures for change. For example, Duval (1996:54-7) has said of Australia’s super
annuation system that

... there is general agreement that the system is too complex ... and changes 
too frequent ... Everyone says that we need a system which is simple and 
stable ... but all the pressure is for change, and most of that change would 
make the system more complex. ... There are around 50 to 60 public ser
vants in Canberra ... whose only job is to change the rules for superannua
tion. These people are not idle —  on the contrary they are all working very 
hard.

By contrast, New Zealand has had a much more settled and stable regime over 
the last ten years at least. This allows people to make their retirement income ar
rangements confident that the rules will not be frequently changed.

The inflexibility o f  compulsory regimes. It is difficult to design a system today that 
will be appropriate in 40 or 50 years’ time. A voluntary regime, with its relative 
freedom from rules and regulations, leaves people free to use their ingenuity in 
solving unforeseen future problems. Political processes characteristically lag behind 
rather than lead pressures for change, so that changes to regulations often come too 
late.

Compulsion and fiscal savings. However, even if people do save enough voluntar
ily, they may do so in ways that elude means tests, and so do not reduce the future 
fiscal costs of public pensions.

This issue is not easily resolved. As income and assets tests become more so
phisticated, so too do the techniques used to get round them. Compulsion may 
seem to provide an easy answer to this problem. As was proposed with the RSS, it 
could be mandatory to preserve savings to the age of eligibility for the public pen
sion. But just as people lobby for special concessions in means tests, they will lobby 
for early access to their funds. As well, serious technical difficulties emerged as the 
notion of such a large pool of mandatory annuities was investigated in a small coun
try like New Zealand.

Compulsion and national savings. On the other hand, the aggregate level of savings 
could be lower under a voluntary regime than under a compulsory one.

Certainly, the SGC is likely to increase national saving in Australia. It has gen
erally been assumed that around 50 per cent of the saving undertaken as a result of 
the SGC is additional retirement savings resulting from compulsion, but with varia
tions of between 33 per cent and 60 per cent.5 But whereas the increase in the

5See, for example, Brown, 1993:19; Harper & FitzGerald, 1992:28; Tulip & Stott, 1994; Covick & 
Higgs, 1995; Goode, 1994:13.
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amount of savings can be estimated, the efficiency of such saving cannot. Granting 
one sector of die financial market an effective guaranteed market could impose 
considerable efficiency losses, as would government direction of superannuation 
funds (though calls for this have so far been resisted in Australia). The contingent 
liability that a compulsory scheme imposes on a government must also be taken 
into account. So it remains uncertain whedier the SCG will provide a net benefit to 
die community.

The quality of investment is likely to be more important to a country’s future 
capacity to cope widi an ageing population dian die amount diat citizens save. The 
contrast between the present economic situations of Japan (historically a high-saving 
nation) and die US (low historical savings measured on a traditional basis, despite 
generous tax incentives) can be at least pardy explained by die quality of die result
ing investments.

The most direct way diat governments can contribute to national savings is by 
making additional savings itself. Compulsion and tax incentives lead to some de
gree of substitution, and can detract from national savings in die short term. This 
would have happened in New Zealand under die RSS, since die fiscal costs would 
have been higher under die compulsory regime dian under die voluntary regime 
until around 2017 (New Zealand Government, 1997:14).

Tax Incentives under a Voluntary Savings Regime

A unique feature of the New Zealand retirement income system is diat it does not 
offer tax incentives to encourage retirement income provision.

Tax concessions were rejected largely because it was judged highly unlikely diat 
they would reduce fiscal costs. Revenue impacts for even die most well designed 
tax incentives were shown to produce a net loss to national savings (Task Force on 
Private Provision for Retirement, 1992a:93-4). Such findings are consistent widi an 
OECD report on taxadon and household saving, which concluded diat die net ef
fect on total national saving may be negative in so far as the tax revenue lost is 
greater dian the additional household saving (reported in Commonwealdi Treasury, 
1995:57). Similarly, die World Bank (1994:201) stated ‘it is not clear whedier tax 
incentives have increased aggregate saving, and most of the tax benefits have gone to 
high-income households, many of which would have saved in any event’.

In considering how to increase savings rates in the US, Kodikoff (1990:245) 
found that useful measures included: providing information to all employees about 
their current retirement benefits and die additional savings required to reach an 
adequate retirement income savings level; adopting a value added tax; and tight
ening fiscal policy. This is consistent widi the New Zealand policy framework. He 
concluded diat tax concessions ‘have critical shortcomings that are as likely as not to 
exacerbate our national savings problems’.

Tax concessions have been rejected in New Zealand also because, as die World 
Bank (1994:201) observes, diey are typically regressive: since higher-income earners 
have die highest capacity to save, diey generally do best out of concessions for sav
ing.
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It is very difficult to design tax concessions that target saving at the margin. 
Where concessions relate to all savings, much of their cost is wasted in subsidising 
behaviour that would have occurred anyway. Tax incentives cannot be designed to 
target only that group that can save but don’t. Designing tax concessions generally 
means favouring some forms of saving at the expense of others. This has economic 
costs. Neutral taxation treatment is important if die voluntary savings market is to 
be truly competitive. One commentator has noted diat much of the material used 
to inform potential savers on die best options for retirement saving in Australia fo
cuses almost solely on tax at die expense of issues such as investment quality, diver
sification between and widiin markets, flexibility and die odier important factors diat 
should be taken into account in determining an appropriate retirement savings 
plan.6

Tax incentives commonly impose high compliance and administration costs. 
New Zealand’s tax-neutral retirement schemes are administered by die Government 
Actuary' under die Superannuation Schemes Act 1989, which contains a mere 20 
pages (litdewood, 1997:119).

New Zealand’s tax treatment is straightforward and has changed very litde over 
more dian a decade. This relative simplicity and stability in die system arguably 
creates a greater incentive to save dian complex subsidies involving constant change 
and uncertainty.

What Has Happened to Savings in New Zealand?

No clear-cut answer can be given to die question of what has happened to savings in 
New Zealand under its present retirement income policies. There are severe data 
problems.7 The full impact of many policies will involve time lags diat are often the 
subject of debate, and distinguishing die impact of retirement income policy on 
savings from other factors is very difficult.

The assets and liabilities held by households are accounted for mainly by 
housing. More dian 80 per cent of people over die age of 65 own dieir own home 
in New Zealand. The percentage of financial assets held by asset type has remained 
relatively stable since die early 1990s, widi around 70 per cent in housing, 13 per 
cent in banks and non-bank financial institutions, 7 per cent in superannuation 
funds, and die remainder shared between life insurance, private shareholdings, unit 
trusts and odier financial investments. Unfortunately, diis information fails to cover 
many asset types. It is diought diat far more household net wordi is held in assets 
such as rental and commercial property, capital equipment and equity in businesses 
than in financial products traditionally associated widi saving. With die exception of 
housing, very litde information is available about how much households have in
vested in diese assets, aldiough saving in die form of business equity is likely to be 
very significant in New Zealand.

Unofficial estimates suggest New Zealand’s household net wordi may not be

°Personal communication, Michael Litdewood, October 1997.
7See Periodic Report Group (1997a: 157-67).
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markedly different from that of at least some of the major OECD countries (see 
Figure 1).

Figure 1: Household net worth as a per cent of household 
disposable income
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Note: 1994 data were not available for Italy or for the large OECD countries.

Source: OECD, Employment Outlook, Paris, June 1996. New Zealand data are drawn 
from the W estpaoFPG New Zealand Savings Indicators.

Statistics New Zealand’s measure of household saving is low at roughly between 
NZ$1,000 and NZ$3,000 per household per year over die last decade. In gross 
terms, business sector saving is around 12 per cent of GDP (or just under 4 per cent 
after allowing for depreciation). The government has substantially increased its sav
ing efforts in recent years, and has run budget surpluses since 1993-94. National 
saving in New Zealand has risen to a level comparable to diat of odier OECD coun
tries, and higher than Australia’s since 1993 (Figure 2).

Lessons for Australia

Perhaps die biggest difference between the retirement income arrangements in New 
Zealand and Australia lies in the complexity of die latter. In Australia it has become 
conventional wisdom diat redrement income policy cannot be simple: every at
tempt to simplify it appears to add yet more rules and reguladons. Australia is not 
alone in diis respect. For example, in the US a new company specialising in audit
ing die calculation of beneficiary’s entidements claims to find mistakes in half of the 
cases it invesdgates (Litdewood, 1997:119). Yet New Zealand shows that diere is a 
simple altemadve. Without tax incentives or compulsion, die rules can be kept to a 
minimum, die saving environment is much more certain and stable, and individual 
savers have flexibility and choice.



Retirement Income Policy in New Zealand: Lessons for Australia 27

Figure 2: Gross national saving rates for Australia, New Zealand and
OECD, per cent of GDP
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Sources: OECD, Statistics New Zealand.

If Australia nevertheless persists with compulsion, it is essential that reforms are 
undertaken to make it a truly effective mechanism to reduce fiscal costs. Such re
forms include bringing the self-employed into the compulsory regime, synchronis
ing the age of eligibility for the old-age pension with the vesting age, and requiring 
that all benefits that emerge from die compulsory scheme take the form of lifetime 
annuities. In addition, Australia could follow New Zealand in abolishing tax con
cessions for superannuation. This would immediately sweep away much of the sys
tem’s complexity. In any case, there is no sound rationale for allowing concessions 
on compulsory saving.

In New Zealand, it remains to reform NZS. Without any targeting mechanism, 
NZS may become so costly as to limit future growth prospects. In this respect, New 
Zealand can learn from Australia, where the assets and income tests are now well 
established. A targeting mechanism would make the system more complicated, but 
this seems a small price to pay for keeping the rest of the retirement income frame
work as simple and as efficient as New Zealand’s is. That said, means testing does 
impose a disincentive to save that can be particularly damaging under a voluntary 
saving regime. Other changes, such as increasing the age of eligibility or altering 
indexation arrangements, could also be considered to minimise such impacts.
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Baptists and Bootleggers? The Basel 
Convention and Metals Recycling Trade

in getting adopted are supported by coalitions of ‘baptists’ and ‘boodeg- 
gers’. In this analogy, the baptists want the sale of liquor on the Sabbath banned 
because it is sinful; the boodeggers want it banned because only diat way can they 
make any money.

This view touches on some problems in regulation, although it does not quite 
capture all die elements of regulatory failure. As well as creating opportunities for 
criminals to profit, regulation can create incentives for behaviour which, while law
ful, is unintended and sometimes perverse and the opposite of the policy-maker’s 
intention. But Yandle’s insight is especially appropriate for the Basel Convention, 
especially as amended so as to ban trade in hazardous wastes. The Basel Conven
tion, concluded in 1989, established a prior informed consent (PIC) regime gov
erning international trade in hazardous wastes. This regime was extended by an 
amendment negotiated in 1995 which banned trade in wastes between OECD and 
non-OECD nations even when that waste was destined for recycling or recovery.

Interests and Morality in Environmental Issues

Most environmental issues involve a mixture of interests and morality. The word 
‘pollution’ referred to moral contamination long before it came to be applied to 
environmental phenomena (see Douglas, 1992), and environmental pollution can
not be reduced to a scientific statement about the presence of a specified amount of 
a substance in a certain location in the environment. ‘Pollution’ involves both sci
ence and some evaluative dimension: a presumption that die presence of die sub
stance is eidier wrong or at least valued negatively. In the politics of toxic waste, the 
moral view of waste predominates over the economic view, which holds dial the 
production of waste (up to a point) can be socially beneficial.

The basis for the necessary evaluative aspect of pollution can therefore be ei
ther economic cost or morality. Commonly, the two are bound up as two facets of 
the same evaluation, and are mutually consistent The moral judgments combine 
with the economic costs to produce support for policy action. But in the term
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‘waste’, they combine in such a way as to make effective policy responses problem
atic.

‘Waste’ is something with negative economic value. This sets up a particular 
kind of policy problem, since the waste industry involves an inverse exchange rela
tionship between materials and cash: operators handling waste receive both pay
ment and their raw materials simultaneously, and thus face a strong incentive to 
dispose of their waste as cheaply as possible, which often means illegally (Wynne, 
1987:76-7). Waste operators are thus frequently in breach of the law, and regula
tions that increase the cost of disposal often simply serve to increase the incentives 
for bootlegging.

The waste industry is thus easy to demonise. It deals with something which has 
negative economic value and creates risks for humans and the natural environment. 
It attracts unscrupulous operators and provides profits attractive enough to invite 
participation by organised crime. Greenpeace could plausibly characterise those 
engaging in trade in hazardous waste as ‘toxic criminals’, arguing that waste genera
tion should be minimised by strong regulation, and the export of wastes to devel
oping nations banned as ‘toxic colonialism’. Greenpeace (1994) praised the ban 
decision taken at the Second Conference of die Parties to die Basel Convention 
(COP-II) in 1994 in the following terms: ‘For die first time in international law die 
Basel parties took a clear political decision diat hazardous waste is not a “good” 
suitable for uncontrolled free trade, but rather is somediing to be avoided, pre
vented or cured, like a disease or a dangerous plague.’

Yet die generation of some waste is inescapable, and die ‘baptist’ approach of 
Greenpeace increases the incentives for illicit disposal, creating opportunities for 
boodeggers. We might disapprove of waste, but we still have to manage it, and diis 
requires us to organise enterprises to handle it and institutions to govern diis proc
ess. Moralising does not assist much widi eidier of diese tasks.

The appropriateness of the boodeggers-and-baptists analogy extends to the ef
fects of diis regulatory failure, which include not just profits for boodeggers but nu
merous unanticipated consequences and even counterproductive results. As Louka 
(1994) has pointed out, moral convictions are not useful prescriptions for the de
velopment of successful international policies. Among other tilings, she argues, 
considering wastes as morally reprehensible undermines their management and 
minimisation because it induces reputable waste management enterprises that could 
invest in methods of treatment and reduction to withdraw from the industry.

International prohibition regimes usually prove to be particularly ineffective in 
suppressing activities that require limited commitments of readily available re
sources, require no particular expertise to commit, can be readily concealed, are 
unlikely to be reported to audiorities, and for which consumer demand is substan
tial, resilient, and not readily met by substitute activities or products (Nadelmann, 
1990). International society lacks either the coercive capacity or the cultural homo
geneity to produce social sanctions sufficiently strong ever to produce a global re
gime to ban trade in things like drugs as effectively as regimes to combat piracy,
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slavery or even counterfeiting and hijacking, and the worst components of the haz
ardous waste trade are arguably in the same category as drugs.

Nadelmann (1990:523) points out that the danger of moving to increasingly 
prohibitory and punitive approaches in global environmental regimes is that the 
violators will evolve from legitimate corporations able to contend with civil fines and 
‘white collar’ charges into ‘entirely criminal organisations and individuals willing to 
assume greater risks in return for greater profits’.

Groups like Greenpeace and the Basel Action Network clearly constitute the 
baptists on the Basel issue. Their goals of ensuring diat people and the environ
ment are not harmed by hazardous waste are laudable; but their remedy runs the 
risk of exacerbating the problem. The Basel prohibition regime has considerable 
potential to cause problems with waste destined for final disposal, and environ
mental crime is an important growth area. Here, however, we will focus on what 
was at stake with the ban on trade in recyclables from the perspective of metals.

W e shall examine the trade in metal wastes for recovery and recycling and the 
consequences of the Basel ban, and then consider who the boodeggers might be 
who have helped drive die policy processes that have produced such a poor piece 
of international policy.

Metals and the Basel Ban

Recycling rates for non-ferrous metals are significant. The rate for copper is esti
mated at around 40 per cent, zinc 30 per cent, lead 50 per cent, and aluminium 25 
per cent. For steel it is 50 per cent. Recycling non-ferrous metals can save energy 
and reduce pollution, water use, and die production of mining wastes. The industry 
employs 500,000 people in OECD countries and has a worldwide annual value of 
about $20 billion. Trade in metal scrap and residues between OECD countries is 
estimated at $32.6 billion. Exports from OECD to non-OECD countries total $8.2 
billion, widi OECD imports from non-OECD countries $4.3 billion and trade 
among non-OECD countries $1.8 billion (Hoffman, 1995). Some of this trade 
consists of ashes or residues recovered from one refining operation from which 
commercial metal could be recovered, but only at a small number of custom refin
eries.

A review of toxic waste in the UK published by World Wildlife Fund in 1992 
barely mentioned non-ferrous metals (Allen, 1992), which suggests that trade in 
non-ferrous metals may pose no problem. Even Greenpeace does not appear to 
have much evidence that there was a problem with trade in recyclable metals; few 
of its press releases in the period of COP-II and die Third Conference of the Par
ties (COP-III) in 1995 contained any. Among about 20 cases of dumping, metals 
recycling was at issue in only three, and it was possible that the problems arose from 
lack of domestic regulation.

Environmental groups regard the recycling of discarded electronic equipment, 
including printed circuitry, as a significant problem. But Greenpeace’s example of

l
Rates are somewhat higher in the US: 38 per cent for aluminium, 71 per cent for lead in 1992.
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the export of Australian computer scrap to the Philippines does not sustain its 
claims that it is a case of ‘toxic colonialism’ and, on the eve of Basel COP-II, that 
Australia is ‘the world’s number one toxic criminal’. Trade in computer scrap to 
the Philippines was being conducted by Hightechnology Metal Recyclers Pty Ltd, 
which purchased obsolete electrical and electronic equipment and extracted from it 
base metals and components (Thompson Environmental Services, 1995:6). This 
was then shipped to the Philippines, where a subsidiary company, Computer Recy
clers (Aust) Phils., Inc, used manual labour to recover computer parts such as di
odes, switches, heat sinks and capacitors, which were exported for reuse in Austra
lia, the US, Vietnam and China. Clean copper, aluminium, brass and stainless steel 
were sorted and exported to buyers in the same countries, while ferrous steel scrap 
was sold to local buyers. Plastic scrap was exported to Malaysia and China; printed 
circuit boards and other items requiring pyrometallurgical or hydrometallurgical 
recovery were sent to Australia, where gold, silver and copper were recovered. So 
the most hazardous part of this recycling operation was conducted in Australia.

This case demonstrates the comparative advantage in the supply of labour for 
the recycling operation which the Philippines enjoys and die gains from trade which 
can be enjoyed, from an economic as well as an environmental perspective. If die 
recycling operadon could not take advantage of cheap labour costs for disassembly, 
less metal would be recovered from used computers, resulting in more being dis
posed of in dumps, as well as in fewer jobs for Philippines workers and odier fruits 
of economic acdvity.

Computer scrap has been recycled at a plant in Canada for 20 years. More 
dian 100,000 tonnes were recycled in 1993, yielding metal valued at over C$200m. 
The metal recovered included 34,000 tonnes of copper, 123 tonnes of silver, 7.1 
tonnes of gold and 5 tonnes of platinum and palladium. These amounted to (re
spectively) 5 per cent, 14 per cent, 5 per cent and 37 per cent of the amount of 
diese metals produced in Canada by mining (Veldhuizen & Sippel, 1994).

Recycling typically uses less energy and produces substantially less waste dian 
production from mining concentrates, and has die added advantage of removing the 
recycled products from landfill. One would expect environmental policy to en
courage the development of such industrial processes, which mark a positive step 
towards the development of a sustainable economy; yet die opposite is the case. 
Radier, die international waste regime limits die development of such industries, 
particularly in developing countries.

In November 1992 Canada adopted regulations giving effect to die Basel Con- 
vendon. While imports from non-OECD countries were still allowed, diere were 
some perverse effects. For example, circuit boards could not be imported into 
Canada in shredded form (which are far easier to ship), since this made them haz
ardous waste under the Canadian regulations. Basel cannot control trade in objects 
labelled ‘used computers’ (which is reportedly the way some recyclers have re
sponded to the ban), but it can raise die transport costs for recycling.

By its very nature —  bringing widely scattered items to one point —  recycling 
requires transportation, and often this must occur across state boundaries. Small
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recycling plants are often not economic, since they cannot achieve economies of 
scale. This drives down the price they can afford to pay for scrap, diminishing the 
incentive to recover and deliver to a recycling plant. Worse still, small recycling 
plants, as with any industrial plant, often cannot afford to install the best possible 
control technology or implement the best environmental management practices. 
The worst recycling operations are undercapitalised, back-yard operations of the 
kind highlighted by Greenpeace. Small is not necessarily beautiful.

A study of the effects of the Basel ban on the recycling of lead-acid batteries 
found that the ban would reduce the price of used batteries in OECD countries and 
increase the overall demand for batteries to be recycled. But the lower price would 
reduce the collection rate for used batteries; and the number of batteries being 
dumped in landfill would also rise. In non-OECD countries, die price of used bat
teries would rise, lifting the collection rate but reducing recycling. The Basel ban 
would thus produce environmental benefits in unsound recycling plants in non- 
OECD countries (through reduced activity), but environmentally sound plants 
would face a shortage of batteries (BIE, 1995).

Effects of the Trade Ban

In an imperf ect world there is a need to consider the consequences of any ban on 
trade. For example, there are five lead-acid battery recycling plants in Canada, a 
nation of 30m people living mostly in a narrow ribbon north of the border with the 
US. All these plants rely upon scrap transported across die border, and few would 
be viable widiout this trade. If a restriedon on trade were introduced, it would 
probably cause one or a number of diem to close, and high transport costs would 
ensure that less lead was recycled and more would find its way into landfill. 
Transporting waste longer distances would also produce greater externalides, such 
as carbon dioxide emissions, and increase die risk of accidents.

One of die difficulties with recycling items like lead-acid batteries is that more 
stringent environmental controls on such industries, particularly in Europe, have 
similarly driven down the price that recyclers can afford to pay for lead scrap. This 
has had the unintended consequence of causing more lead to be dumped in land
fill, as car wreckers no longer find it worth their while even to remove batteries from 
cars before dumping them. As a result, much of the recycling activity has moved 
offshore, principally to developing countries where environmental control standards 
are lower or less rigorously enforced. Again, there is a need to consider die conse
quences of regulation and develop odier related policies which will ensure contin
ued or increased recycling, radier dian regulate with litde consideration of die eco
nomics of the recycling industry.

The flight of recycling activities from stricter regulation in Europe is precisely 
what lay behind the COP-II decision banning die export of waste from OECD to

2
The same problem obtains with treatment and disposal. As Wynne (1987:33) noted, ‘Some coun

tries would be left with virtually no “regulation” at all if they were not free to export; others depend on 
imports to maintain the load factor and economic viability of domestic waste T&D facilities’.
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non-OECD countries even for recycling. This is likely to impact adversely on recy
cling, which is bad enough from an environmental viewpoint. But the conse
quences are even more serious when the impact upon the development aspirations 
of those nations is considered.

Since a disproportionate amount of the current hazardous waste originates in 
OECD countries, recycling industries are likely to develop more rapidly in those 
countries, and developing countries will be correspondingly disadvantaged. There 
will be little investment in recycling in such countries, especially since a perennial 
problem in the waste industry is uncertainty over supply of feedstock. Worse still, 
as they industrialise and produce greater quantities of waste themselves, developing 
countries may well find much of feedstock which could support such an industry 
shipped to die well-established plants in OECD member nations. These would be 
favoured by the export ban, resulting in the persistent underdevelopment of the 
waste recovery and recycling industries in developing countries.

This suggests that, ironically, die Basel Convendon might become an instru
ment of neo-colonialism generated by die developing countries themselves through 
dieir support for the ban dirough die G-77 bloc. Lack of scale economies and ac
cess to raw materials will hinder investment in waste facilities and produce poor 
environmental outcomes.

It should be pointed out that laws encouraging recycling can also lead to con
siderable instability in internadonal markets by increasing supply widiout also in
creasing demand. For diis reason, subsidies for recycling are often favoured, but 
this disrupts the market for materials gadiered by scavenging in developing coun
tries and thus deprives some of the world’s poorest people of their livelihood. The 
German packaging law produced such an oversupply that waste collectors were 
paying paper manufacturers to take waste back. The glut of German paper flooded 
the French and British markets, producing less recycling in those countries. It re
sulted in the waste being sent to Indonesia, which was returned by Greenpeace at 
COP-II as part of its publicity campaign in favour of a ban. It also (together with 
the Asian financial collapse in 1997) jeopardised paper recycling in Australia, which 
depended on exports for its viability.

Whether the problem of international trade in hazardous wastes was so serious 
as to be worth these consequences is debatable. In 1993 the Basel Secretariat sur
veyed state parties to ascertain the occurrence of incidents causing harm from 
transboundary waste shipments (UNEP, 1993). Only 19 replies were received, of 
which ten reported no incidents of harm. Most incidents of past harm were related 
to an absence of notification and prior informed consent. In very few cases was 
consent given by nations which subsequendy were unable to manage wastes. The 
Convention should remedy the former, and technical assistance and training are 
being provided to remedy the latter. Similarly, Louka (1994) provides a survey of 
documented cases of illegal trade and finds very few to report.
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Morality vs Practicality

Successful regulation of hazardous waste requires that we put our sense of moral 
outrage aside, even though ‘blame and shame’ tactics can be powerful factors mak
ing for consensus in international negotiations. We need, instead, to concentrate 
our attention on the characteristics of die problem which make successful regula
tion problematic.

First, as Wynne (1987:55) notes (and as Greenpeace has claimed), investment 
in adequate treatment and disposal facilities creates a vested interest against success
ful ‘upstream’ waste reduction, because of the need to run facilities such as incinera
tors at full capacity (see also Louka, 1994:32). This raises die issue of how existing 
or inevitable wastes are to be handled. Second, waste reducdon is encouraged by 
increasing the costs of treatment and disposal, but this is effecdve only if die higher 
costs do not push the wastes into illegal disposal or export to cheaper alternatives. 
Even a cumbersome PIC regime might be sufficient to create perverse incentives 
(Louka, 1994:31). Further, encouragement of waste recycling ‘requires loosening 
restricdons on waste definitions, movements, and exchanges, so as to allow entre
preneurial wisdom the scope to idendfy valuable resources in odiers’ wastes’ 
(Wynne, 1987:55).

The operation of incinerators impacts upon recycling by removing materials 
which might be recycled, but diis ignores die point diat die posidve value attached 
to materials is likely to be the primary determinant of whedier diey will be recycled. 
The instability of markets for recycled materials is likely to be a more significant 
influence, and (ironically) policies encouraging or requiring recycling can contribute 
to diis instability by increasing supply. Further, subsidised recycling can result in 
illegal waste trafficking (as occurred with die German packaging law), and can distort 
competition in developing countries.

Even in Denmark, where die Kommunekemi disposal facility was operated by 
municipalities (widi intractable waste shipped to Germany for disposal in salt 
mines), illegal dumping occurred because it was cheaper dian incineration. This 
underscores die importance of trade in wastes to ensure economies of scale so dial 
legitimate disposal can compete with illegal dumping —  diough improved detection 
and increased penalties for illegal dumping are also needed. The waste processing 
industry is particularly susceptible to the loss of raw materials, which poses serious 
risks for investors. Export bans amount to import protection for this industry be
cause of die negative economic value of the raw material; and environmentalist de
mands for export bans coincide with the desire for industry protection from ex
ports. For this reason, Germany had adopted laws which (in contravention of the 
Treaty of Rome) banned exports from each Land (Wynne, 1987:33).

Finally, efforts to punish wrongdoers fairly requires extensive litigation, which 
can conflict widi an expeditious clean-up. As has been recognised widi accidents, 
the process of apportioning blame can result in few resources being left over to 
compensate the losers. W e have developed no-fault road accident insurance, no
fault divorce law, and no-fault medical insurance because blame attribution was 
consuming so many resources in litigation that there was litde compensation left
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with which to rehabilitate the victims (Calabresi, 1970). Yet in many ways hazard
ous-waste policy at both the domestic and international levels can be seen to be pre
cisely about blame. Douglas (1992:16) argues that the new aversion to risk provides 
a new blaming system under which every death is ‘charged to someone’s account’. 
One dilemma in devising effective policy is that some sense of responsibility is nec
essary to ensure behaviour that minimises risk, yet too great an emphasis on blame 
obstructs practical policy.

The Basel Convention, along with its other uses, provides a convenient system 
of blame attribution, which in developing countries absolves national elites from 
responsibility for the pollution which emanates from recycling plants. But recycling 
plants do not constitute a special case, and backyard lead recycling is no more of a 
problem than small-scale gold miners inhaling mercury fumes. Bodi can have tragic 
consequences that can be addressed only by effective local regulation. As Shri- 
vastava (1995) has pointed out, management of technological risks in developing 
countries will require democratic mechanisms similar to those found in advanced 
industrialised countries, and this is likely to constitute a direct challenge to many 
national elites. Better to attribute damage to the West, or die North. In the West, 
the Basel Convention helps blame large corporations for ills which are real enough, 
but exaggerated. Its blame-attribution functions thus suit die politics of developing 
countries and also social movement politics (where campaigning on the basis of 
moral virtue and sin produces cohesion and helps generate support). However, it 
can be seen not just to have obstructed the development of effective policy, but to 
have resulted in policy with considerable potential for counterproductive effects.

The real problem with recycling in developing countries stems from inadequate 
environmental regulation at the level of national or subnational governments, 
whether through the failure to adopt adequate legislation or dirough die failure to 
enforce legislation which does exist As Ibrahim Wani (1991:37) has noted, the 
‘poverty in developing countries, which makes importation of hazardous waste so 
tempting, is a function of the poor quality of their governments and die absence of 
the rule of law’. In addition, ‘poor governance and die absence of the rule of law is 
a disincentive to effective environmentalism’. Often this failure is inadvertent ef
fective policy design and implementation is problematic anywhere. But, just as of
ten, it is deliberate, aimed at ensuring a competitive advantage over nations where 
the costs of environmental compliance are higher, and motivated by a misplaced 
belief in the pollution haven theory. Either way, national elites and transnational 
corporations alike are assisted in keeping costs down through either environmental 
damage' or damage to workers’ and citizens’ health.

Who Are the Bootleggers?

As noted earlier, international prohibition regimes usually prove to be ineffective in 
suppressing activities which have many of die same characteristics as hazardous 
waste (Nadelmann, 1990:486). The worst kinds of boodeggers in die Basel case are 
therefore more likely to be known to Interpol dian to the Secretariat of the Basel 
Convention. Environmental crime is a growth industry and Interpol has established



Baptists and Bootleggers? The Basel Convention and Metals Recycling Trade 37

a division to deal with it. There are other interests, however, which have helped 
drive die international regime in the direction of poor policy design, and these must 
be taken into account in any attempts to reform the regime. Our analysis enables 
us to identify among die interests diat are advantaged by the Basel Convention die 
waste management industry widiin Annex VII Parties (effectively OECD nadons) 
that are given protection from foreign competition. They are also assisted by inter
national obligations diat counter domestic opposition to siting their facilities.

Similarly privileged are the domestic suppliers of environmental technologies, 
who construct treatment facilities and new industrial plant capable of achieving 
cleaner production. Much of diis activity will lead to better environmental out
comes, aldiough the dialectics of waste mean diat success here will make investment 
in waste treatment all the more problematic.

Benefits will flow to consumers of recyclable secondary raw materials such as 
metals fabricators in Annex VII nations. Bans on exports will drive down prices for 
scrap, and metals fabricators have interests which diverge from those of producers 
of primary metals. For the same reasons, however, local primary metals producers 
in non-Annex VII countries will gain from diminished competition from imports of 
secondary raw materials. Some nations use trade barriers to protect domestic pro
duction, and the Basel ban might provide another non-tariff barrier.

Behind the moral dimension to Basel there lie many ‘boodegger’ interests 
which are favoured by the prohibition regime the Convention establishes. Alone, 
diey are not decisive in supporting a regime which is quite possibly more cosdy and 
ineffective dian it needs to be; but diey contribute towards die asset of national in
terest each of die Parties brings to negotiations. The moral arguments advanced by 
Greenpeace and odier members of die Basel Action Network are more decisive. 
Global prohibition regimes are driven by a sense of evil and are likely to pay litde 
heed to costs and consequences: ‘like crusades, they are instigated and pursued 
even when alternative approaches appear less cosdy and more effective’ (Nadel- 
mann, 1990:525).

This combination of baptists and boodeggers has shaped die Basel Convention 
thus far. If we were designing an effective international regime to deal widi hazard
ous wastes, we would be unlikely to come up with die Basel Convention. We 
would probably devote more attention to enhancing the capacities of developing 
countries to make dieir own decisions about whedier to accept wastes or secondary 
raw materials, to regulate such industries as they decided to accept, and to police 
their borders to enforce those decisions. Even with Basel, we should not forget diat 
diese elements are still required. The focus on export bans obscures these needs, 
and the practicalities of international politics probably mean that we must work to
wards them within a framework of bad policy rather dian design better policy.
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The Premature Burial of 
Telecommunications Reform: A Response

to John Quiggin

OHN QUIGGIN has recently argued in this journal that ‘the main deficiency in
Australian telecommunications policy has been the failure to take adequate ac
count of natural monopoly’ (Quiggin, 1998:428). It is true that there have been 

significant weaknesses in the performance of the telecommunications industry, and 
that many of these weaknesses can be attributed to regulatory choices. But it is by 
no means clear that they have emerged as a result of any natural monopoly in tele
communications. Furthermore, it is instructive to compare Quiggin’s analysis with 
that of AT&T, which at the turn of the 20th century convinced regulators that hav
ing 4,000 interconnected telecommunications companies resulted in wasteful dupli
cation, thus promoting a regulatory regime which created the AT&T monopoly 
(Mesher & Zajac, 1998).

As has often been observed, many countries are opening up their telecommu
nications sectors by removing legal restrictions and other entry barriers. Once mar
kets are opened in this way, a multitude of telecommunications carriers have chosen 
to enter. Such rapid and widespread entry into a sector is hardly an indicator of 
pervasive natural monopoly of the sort Quiggin is concerned about.

Quiggin’s argument is complex. He proceeds from the contention that any lo
cal network in telecommunications constitutes a natural monopoly. He infers from 
this that die policy decision to support facilities-based competition in Australia, and 
especially network duplication, was fundamentally misconceived. Thus, a range of 
policy decisions related to competition in fixed networks, mobile phones, and so 
forth, were wrong. In his view, mistakes about the technology led to policies that 
have encouraged wasteful duplication of investment and have dissipated many of 
the benefits that Australians might otherwise have enjoyed. Finally, he argues that 
the appropriate policy is to nationalise Telstra, to reserve to that enterprise a legis
lated monopoly over local telecommunications infrastructure, and to impose on it 
common-carrier obligations.

A large number of countries have allowed competition at the local level. Entry has been slow but not 
insignificant

Rodney Maddock

Rodney Maddock is Professor of Economics at La Trobe University.
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What Natural Monopoly?

The issue of whether there is a natural monopoly in telecommunications is crucially 
important to policy choices. If some part of the network involved a natural- 
monopoly technology, it might be sensible to bar entry to it by imposing an appro
priate regulatory regime to prevent abuse of the monopoly. Whether such a natural 
monopoly exists will depend on a number of factors such as the degree of substitu
tion between it and other goods, the possibility of competition from other technolo
gies, and the size of the rents extracted by the monopolist (King & Maddock, 1996).

Quiggin assumes that there is a natural monopoly in local telecommunications: 
‘it will be assumed that economies of scale ... apply to local services of all kinds, but 
not to long-distance services’ (p. 429). He then argues that only one company, Tel
stra, should be able to provide this service. The problem, however, is far more 
complicated than this.

Empirical evidence. So far, and as reported by Quiggin, econometric studies have 
yielded little evidence of natural monopoly in telecommunications.

The Industry Commission has recently surveyed the Australian and interna
tional evidence on the issue of whether telecommunications is characterised by 
natural monopoly. It concludes that ‘no conclusive empirical evidence exists which 
proves or disproves that the local network has cost characteristics conducive to 
natural monopoly’ (1997:29).

In a project I was involved in for the Asian Development Bank (1994), we 
evaluated carefully a number of different technologies for the delivery of local tele
phone services in India. Based on the quotes given to the project team from a vari
ety of equipment suppliers, we calculated diat installing a fixed cellular telephone 
system would cost about US$1,000 per connection. This was about 40 per cent 
below die local telephone monopoly’s estimate for providing die same number of 
wired services. The Internadonal Telecommunicadons Union (ITU) (1994) esti
mated diat each additional line in India cost over US$2,000, or double our estimate 
of the cost of using an alternative technology.

If we had followed Quiggin’s rule, we would have recommended diat the new 
technology not be allowed to enter and, as a result, the cost of expanding die Indian 
system would have been 40 per cent higher. The cost to Indian consumers would 
dius have been at least US$60m more than the actual project costs. If die ITU es
timates are to be believed rather than those of the local monopolist, dien expanding 
die local network dirough the local monopoly would have cost Indian consumers 
US$150m more than was necessary.

The inference is that, even if Quiggin is right and local services are natural mo
nopolies, allowing an entrenched monopolist to operate diem does not necessarily 
lead to desirable social outcomes. Firms that are protected from entry by legislation 
can operate very inefficiendy. The alternative inference is diat local services are not 
necessarily natural monopolies after all.
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Which market? The second problem with the claim that local networks are natural 
monopolies lies in the difficulty in determining a priori the. relevant market. Telstra 
in recent years has reconfigured its telephone network. The main effect of this has 
been to eliminate a tier of switches that were relatively close to consumers, thus re
ducing the total number of intelligent switching points in the network. If local net
works are natural monopolies, then the area of the natural monopoly has been ex
panded by the network reconfiguration. In the extreme, Australia could be con
verted into a single local network with one massive intelligent switch driving die sys
tem. While this would not reflect optimal network design, it would be a logical di
rection for 1 elstra to take if local networks were to be legislated natural monopo
lies. The essential point is that die definition of what is ‘local’ in local networks is 
ambiguous and endogenous radier than simply given by technology.

To complicate matters further, die definition of a local network also depends 
on the technology chosen. In a satellite system, die local network in Quiggin’s con
ception would probably consist of the satellite footprint, which may well include all 
of eastern Australia. Alternatively, in an interactive cable television system where 
intelligent switching needs to be decentralised, local networks may be much smaller. 
Do we want policy-makers to decide that neither satellite nor cable should be al
lowed because diey overlap in some dimensions widi a legislated natural monopoly? 
Alternatively, do we allow die existing monopolist over local telephone systems to 
have exclusive rights to all odier technologies that might emerge and compete widi 
them?

A third complication can arise since diere may be many local networks widiin 
the one telephone system, each of which could conceivably be operated by a sepa
rate local monopolist. The presence of economies of scale at the local level is not 
an argument for giving a monopoly over local services in all locations to any one 
firm.

Which technology? The discussion above has already introduced die dieme of 
technological choice. Telephone messages can be sent by a wide range of technolo
gies, widi ‘new’ possibilities emerging regularly. In addition to die copper wires and 
fibre optics used in traditional systems, wireless systems such as cellular telephony 
or satellite, and alternative wired systems including cable television by e-mail and 
even over power lines, provide an increasing range of technological choices.

When Quiggin argues diat local telephony is a natural monopoly, he is clearly 
making some judgment as to the appropriate technology. A given technology con
sidered alone may have the characteristics of a natural monopoly, and one imagines 
Quiggin would say that was true of copper wired systems. But it seems highly un
likely that this would be true over all ranges of output, as required by natural mo
nopoly tests. The Indian example cited above seems to provide clear evidence that 
different technologies may be appropriate in different circumstances and that tech
nologies may well overlap.
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Regulatory Failures

Policy-makers who are uncertain about whether any particular technology has natu
ral monopoly characteristics and about how technology will develop, but are aware 
that technology is changing rapidly, would be foolish to regulate to the effect that 
local networks provided by copper wire technology were a natural monopoly. In 
my judgment, the policy-makers made the only realistic choice available to them. 
They first corporatised Telstra from 1988 and encouraged it to operate commer
cially. They then opened the market to other participants and allowed firms to 
make technological decisions. They have also created rights of access whereby third 
parties can utilise the facilities of others subject to a declaration test. But why then 
has the performance of the telecommunications industry not been better?

Quiggin claims to have identified three major failures of policy: Telstra remains 
dominant in most markets but is far less susceptible to policy controls than when it 
was a government department; prices have fallen only to the extent dictated by 
regulation and this has simply followed past trends; and much investment has gone 
into network duplication.

The first of diese ‘failures’ hardly seems like one. Governments of various per
suasions in Australia and elsewhere have moved away from operating government 
businesses from government departments towards corporate models. They have 
done so because of perceived and actual failures of the bureaucratic model of man
agement. Quiggin appears to believe that this policy has been a failure in telecom
munications; but I find it difficult to imagine that Australia Post and the national 
Telecom (before it merged widi the Overseas Telecommunications Corporation, 
OTC, from 1991), operating as government departments, would have demon
strated die same verve as they have shown since being corporadsed. The transfor- 
madon of Australia Post in pardcular has been striking. Improved operadon of en
terprises has imposed a cost in the form of die necessity of developing alternadve 
mechanisms of control. At least in the case of Australia Post, diese alternadve struc
tures have in my opinion been effeedve (Castro & Maddock, 1997).

As for Quiggin’s concern that telecommunicadons prices have fallen only at the 
pace prescribed by reguladon, the very fact diat Telstra’s prices have followed the 
dictates of die price cap demonstrates direedy that this policy tool, at least, has been 
effeedve in managing Telstra. But there are two important issues here: whedier the 
cap should have forced a faster pace of price reduedons and whedier compeddon 
would have resulted in faster reduedons than those required by die cap. It is quite 
clear to me that the cap was set too conservadvely: the X in the ‘CPI minus X’ for
mula has been raised successively, and Telstra condnues to make very large profits. 
While the cap has forced the telecommunicadons carriers to pass on significant 
benefits to consumers, limidng die policy of restriedng entry to various markets to a 
specific period (so confining entry to Optus, or Optus and Vodafone) gave die car-

The declaration test is not exactly a natural monopoly test but has some o f  the same flavour. In prac
tice it will allow access in a wider range o f  circumstances and with fewer proofs than would be neces
sary under a natural monopoly test
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riers every incentive to price up to the cap. This strategy generated revenues that 
they were able to use to finance infrastructure that would make it difficult for subse
quent entrants to compete. The important policy decision was that of restricting 
entry.

Quiggin’s third major policy concern is that there has been considerable dupli
cation of investment. Duplicate investment occurs in most markets: Coles-Myers 
and Woolworths, Shell and BP, and so forth. Duplication of investment is normal 
commercial practice. So why is it a concern in telecommunications? The central 
issue seems to be that the local networks may be natural monopolies and should 
therefore not normally be duplicated. Clearly such a view requires further modifi
cation. Presumably, Quiggin would not want to restrict competition between tech
nologies, and would allow local telephony to be provided by cable and copper 
wires, and by cellular systems and by satellite, even though this would already in
volve considerable duplication of function. His concern thus comes down to cases 
of two or more enterprises building duplicate networks based on the same technol
ogy. Should the government stop firms from doing this? It is clear that local petrol 
stations have important economies of scale in terms of ‘potential cost savings from 
... serving more customers in any one [market!’ (p. 428). Do we really want the 
government to stop petrol companies building stations close to one another?

In telecommunications, if companies were private and making their own deci
sions, then there would be no case for government restricting their investment 
choices. If a firm chooses to enter a market where an incumbent firm has lower 
costs due to economies of scale, then it loses its money. Where one of the firms is 
a public enterprise, then taxpayers should be concerned because it is their money 
that is put at risk. Even worse would be the situation where regulators allowed a 
firm which made a poor investment to earn higher returns in some other segment 
to compensate it for its mistaken decisions. Our concern with the telecommunica
tions choices that have been made arises largely because one of the firms involved 
in duplicating investment is a (partially) public enterprise. It is not clear that taxpay
ers should be required to underwrite technological risks taken by telephone com
panies: this is one of the central rationales of privatisation.

Alternative Rationalisation of the Failures

The central policy failures in telecommunications thus seems to have arisen from 
two decisions: the attempt to manage the industry by the policy of the staged entry 
of Optus and Vodafone in the hope that they would emerge as facility-based com
petitors for die integrated Telstra, and die investment risks Telstra has chosen to 
incur while in public hands.

Recall that O TC  was considered as a possible base for an alternative carrier to Telecom  when the 
reform strategy was developed. The 1991 decision to integrate the two into Telstra represented a vic
tory for Kim Beazley, the Minister o f  Telecommunications, over Paul Keating, the Treasurer.
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In order to understand these policy choices, it is necessary to revisit the policy 
environment of the early 1990s. The telecommunications sector consisted of three 
public monopolies. Telecom had a national monopoly of land-based national tele
phone services; OTC had a monopoly of international calling; and AUSSAT had 
a monopoly of satellite telephony. The policy that emerged was a compromise. In 
order to be able to introduce any competition at all into local markets, the govern
ment was forced to strengthen Telecom by adding OTC to it. Without this com
promise, the Labor Party would not have allowed the Hawke Government to pro
ceed with reform. By turning the incumbent firm into an integrated monopolist, 
the government significantly weakened the possibility of effective competition.

The second major concern was that AUSSAT was in debt to the tune of about 
$800m. Quayle (1987) has attributed this to AUSSAT’s failure to emerge as an 
integrated part of the Telecom network because of Telecom’s opposition to poten
tial competition. In order to mask this, the government required the new entrant to 
absorb AUSSAT as part of its effective licence fee for becoming a telecommunica
tions carrier. Such a licence fee would be valuable only if Optus were able to ex
tract some rents from its decision to enter. Thus, further entry was restricted, prices 
were higher than they would otherwise have been, and many of the anomalies in die 
current structure became unavoidable. The policy-makers knew that this was likely 
to occur. Their quid pro quo was the deadline of 1997 for opening die markets; 
they foresaw that the benefits from competing facilities would emerge after diis date, 
not before.

The altemadve explanadon of the weaknesses of the reform process to date is 
best explained dieoretically by Brennan and Buchanan (1985), who argue diat what 
they call ‘constitutional change’ is difficult to effect in a democracy. In order to 
make major changes, governments are obliged to accede to die demands of interest 
groups in the short run, which effectively postpones die changes to a point of time 
in the future. But die agents involved in the policy decision are unlikely to be able 
to foresee exacdy where their particular interests will lie at that future date, and 
hence are likely to frame their future choices in the light of the public interest rather 
than their private interest. Maddock (1994) explains telecommunications reform in 
Australia from this perspective.

The Way Forward

Quiggin argues diat the appropriate policy for the future in Australian telecommu- 
nicadons involves three steps: the nationalisation of Telstra, the prohibition of end- 
ties other than Telstra providing local wire-based telephony or cable TV facilides, 
and Telstra’s divesdture of content-provision interests and digital cellular services. 
Telstra would be allowed to provide long-distance telephony, intemadonal teleph
ony and analog mobile services. Regulation would be required to prevent Telstra

4
It is interesting to note, however, that satellite is emerging as an important element of service provision 

in competition with other technologies in the late 1990s. The extent to which Optus has been handi
capped by the incorporation of AUSSAT is not clear.
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overcharging households for facilities and overcharging content providers for car
rying content.

The alternative approach is far less restrictive: it is to allow the current structure 
to work itself out. The period 1992-97 was always accepted as a compromise; only 
since then has reform truly started. To the extent that the government policy has 
been predicated on competing facilities and technologies, it is obviously far too early 
to evaluate the outcome. What some might see as a failure of firms to pass on 
benefits to consumers, others see as die retention of earnings to finance investment. 
Australia has chosen a long-run strategy diat can fairly be judged only in the long 
run (see Bowles & Maddock, 1998, for a comparison widi Chilean policy). The full 
privatisation of Telstra is the last remaining fundamental reform. Once diat hap
pens, private firms will be able to make dieir own technological choices and put 
their own shareholders’ funds at risk.

Under die reform strategy, the regulation of access and of some prices is in
tended to protect consumers and compedtors from abuses of monopoly power. 
The same (even potentially weaker) regulations would be required under die na
tionalisation model.

The strength of Quiggin’s policy proposal is that it uses government regulations 
to prevent (private and government) firms from constructing certain facilities and 
hence possibly wasting their own funds. Its weaknesses are diat it requires policy
makers to make judgments about appropriate technologies, to define local network 
boundaries, and to prohibit other firms from making desired investments. These 
are not the sorts of decisions governments have been good at making in die past. 
The failure of die AUSSAT experiment, under which certain firms were given mo
nopolies over different technologies, is one such example.

Quiggin contends that ‘despite radical changes in telecommunications policy, 
changes in the telecommunications market, particularly for services to residential 
users, have been modest’ (p. 432). Perhaps this view depends on how the word 
‘market’ is interpreted. But households have seen major reductions in call charges, 
especially large reductions in international calls, a significant expansion in the range 
of services available widi e-mail and Internet access, 1 800 numbers, call-back serv
ices and the like, as well as die facility to perform a wide range of basic activities 
over the telephone. Households now have a much wider range of services, and a 
far greater choice of providers for many services, dian in 1991, when the reforms 
began. Certainly in my own household, the role of die telephone has been trans
formed.
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Rejoinder

John Quiggin

V  N his response to my article in Agenda, Rodney Maddock makes a number of 
I points with which I agree. However, since his presentation of these points is 

-A^phrased in such a way as to suggest that we disagree, I will seek to make my po
sition on them clearer.

First, as Maddock observes in relation to his Indian experience, there are a 
number of different technologies for the delivery of local telecommunications serv
ices, and it is desirable that policy should not prematurely foreclose technological 
options. One of the themes of my article was that the policy of network duplication 
foreclosed technological options in order to promote the entry of new firms, and 
that a policy which I referred to as ‘competition between technologies’ would have 
achieved a superior outcome. In suggesting how we might respond to our current 
situation, I raised the possibility of requiring Telstra to maintain an analog mobile 
service and divest its digital service, to promote a choice of technologies.

Second, I agree with the Industry Commission’s assessment, quoted by Mad
dock, that ‘no conclusive empirical evidence exists which proves or disproves that 
the local network has cost characteristics conducive to natural monopoly’. How
ever, I find Maddock’s paraphrase ‘econometric studies have yielded little evidence 
of natural monopoly in telecommunications’ (p. 40) potentially misleading, since it 
implies a clear negative finding whereas in reality the literature has produced incon
sistent and ambiguous results.

In die absence of conclusive econometric evidence, it is necessary, as I ob
served, to look at actual market outcomes. The evidence I surveyed suggested that 
‘Despite deregulation in a great many countries with many different policy regimes, 
incumbent firms have remained dominant in most markets, and in nearly all local 
telephony markets’ (Quiggin, 1998:429). Maddock offers a slightly different as
sessment of the evidence on local telephony, saying in a footnote ‘A large number 
of countries have allowed competition at the local level. Entry has been slow but 
not insignificant’. However, readers may be misled by the main text which refers to 
‘rapid and widespread entry ... hardly an indicator of pervasive natural monopoly of 
the sort Quiggin is concerned about’ (p. 39). Since Maddock agrees with me that 
entry into local telephony has been slow, I assume that he is referring to rapid entry 
into markets such as long-distance and international telephony, where my article 
states that an assumption of natural monopoly would be inappropriate.

John Quiggin is Australian Research Council Senior Research Fellow at James 
Cook University.
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The race between Telstra and Optus to roll out hybrid fibre-cable networks in 
1996 and 1997 provides the closest thing possible to a natural experiment. At the 
time, advocates of the natural monopoly hypothesis (such as Quiggin, 1996) argued 
that the cable race represented unnecessary duplication and would divert resources 
from the provision of a high-standard service for all Australians. This claim was 
rejected by advocates of the view that the concept of natural monopoly was obsolete, 
such as former Communications Minister Michael Lee (1996), whose analogies with 
supermarkets are repeated by Maddock. The same view was presented, in less stri
dent terms, by the Industry Commission (1997). I believe that the outcome of the 
cable race speaks for itself. After an expenditure that could have provided a first- 
class fibre-optic service for most of the country, both contenders abandoned their 
rollouts, leaving two half-finished and largely overlapping networks.

However, I agree with Maddock that natural monopoly is a complex concept 
and that it is necessary to distinguish between cost savings that arise from the exis
tence of a single supplier in a given area and those that arise when a given firm 
serves multiple local markets. In my consideration of alternatives to the policy of 
network duplication, I considered the option of ‘a breakup of Telstra into a set of 
local monopolies and a long-distance enterprise competing with new entrants’ 
(Quiggin, 1998:435), and argued that this would have been preferable to the policy 
actually adopted.

Finally, I agree with Maddock that the process of corporatisation of government 
business enterprises has generally been regarded as successful, and that, at least 
when managed well, corporatisation provides the potential for an appropriate bal
ance between adequate public accountability and incentives for efficiency and prof
itability. It should be noted, however, that prior to corporatisation Australia Post 
and Telstra were not government departments (as claimed by Maddock) but statu
tory authorities. As argued in Quiggin (1996, 1998), die conversion from govern
ment department to statutory authority in the 1970s produced greater efficiency 
gains than the corporatisation of the late 1980s. More important, Telstra’s current 
partially privatised status is generally recognised as unsatisfactory, even by many who 
supported partial privatisation at the time.

I disagree with Maddock’s claim that the CPI-minus-X cap ensured that con
sumers would receive some benefits from competition (p. 42). Maddock simply 
ignores my arguments on this point. As I observed, the X factor chosen for Tel
stra’s domestic services was equal to the 4.5 per cent annual rate of price reduction 
achieved in the decade prior to the introduction of competition and equal to the 
exogenous rate of technological progress. Indeed, Butlin, Barnard and Pincus 
(1984) estimate that the telecommunications arm of the old Postmaster-General’s 
Department reduced its unit costs at an average rate of 4 per cent a year.

That is to say, the price cap merely ensured that consumers, on average, would 
be no worse off under the new arrangements than they would have been had the old 
arrangements been maintained. Since some consumers have benefited, it follows 
that others (most obviously those in rural areas) are worse off than they would have 
been if no reform had taken place and the pre-existing technological trend had been
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maintained. The X factor applicable to Telstra services as a whole has recently 
been increased to 7.5 per cent However, there is now a sub-cap for services to 
residential users (excluding mobiles) and this is only 1 per cent.

The problem of an inappropriate choice of counterfactual reappears in Mad- 
dock’s final paragraph discussing changes in telephony since 1990. Maddock ap
pears to imply that telecommunications reform is responsible for the Internet, or at 
least for the fact that Australian households have access to it. In fact, anyone with 
a 300-baud modem could connect to precursors of the Internet, such as Fidonet, 
well before the 1988 publication of the statement by Gareth Evans, the then Minis
ter for Communications, which inaugurated telecommunications reform in Austra
lia. Maddock offers no grounds for supposing that reforms in the telecommunica
tions market are responsible for improvements in Internet access, or for any of the 
technological innovations he cites.

The weakest part of Maddock’s argument is his defence of network duplication, 
which amounts to the claim that, in the absence of public ownership of Telstra, gov
ernment would have no reason to care about such duplication. Maddock attributes 
to me a view, explicitly rejected in Quiggin (1998), that the duplication of cable net
works was the result of mistaken commercial decisions by Telstra and Optus. 
Hence, he argues, in the absence ol public ownership, government intervention 
would be unnecessary paternalism.

The critical point is not public ownership but the existence of a natural monop
oly. Maddock ignores the standard result that unrestricted competition implies the 
dissipation the social surplus associated with the existence of the natural monopoly 
industry. He even ignores his earlier, correct, observation that the policy framework 
generated revenues that they ITelstra and Optus] were able to use to finance infra
structure that would make it difficult for subsequent entrants to compete’ (p. 43). In 
other words, participation in the cable race and similar pre-emptive investments was, 
at least ex ante, rational for both Telstra and Optus, even though it was socially 
harmful.

Rather than respond to arguments about the efficiency losses associated with 
duplication of natural monopoly assets, Maddock relies on purely ideological argu
ments such as die rhetorical question ‘Do we really want the government to stop 
petrol companies building stations close to one another?’ (p. 43). If, as has been 
claimed, the proliferation of service stations in die 1960s was die result of a strategy 
of pre-emptive investment by oligopolisdc firms, die standard economic answer to 
this quesdon would be ‘Yes’. As far as I know, neither I nor Maddock has any in-

Far from being an example of market forces at work, the Internet was a product of the public sector 
and the old telecommunications monopolies. The US Department of Defence provided the initial 
funding, universities around the world developed the network, the CERN physics laboratory created 
the World Wide Web and the National Centre for Supercomputing Applications developed the first 
Web browsers. The Unix language, which ties the Internet together, was developed by the pure re
search sections of AT&T’s Bell Labs, an early casualty of telecommunications reform. If the reforms 
of the 1990s had taken place in the 1960s, the Internet might never have existed.
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formation on the question. His assumed answer ‘No’ relies on an a priori commit
ment to laissez faire. Even if governments choose, for ideological or practical rea
sons, not to intervene in the investment decisions of private firms, this principle 
could not reasonably be applied to the construction of telecommunications net
works, which require both the general use of state powers of eminent domain and 
specific exemptions from local government planning policies.

The conclusion of Quiggin (1998:438) was that ‘Much of the potential benefit to 
be derived from reform of the telecommunications industry has been dissipated in 
wasteful and technically unnecessary investment in duplicate networks. This is the 
natural result of policies based on a naive enthusiasm for competition and wishful 
thinking about the death of natural monopoly.’ Although Maddock makes a num
ber of valid points, he does not, in my view, refute this conclusion.
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Deregulation and Open Capital Markets: 
The Australian Experience Before Wallis

Gordon de Brouwer

JTUCH has been written recently on the 1998 ‘Wallis reforms’ to the Aus- 
%  / 1 tralian financial system. But while they are important, they follow an ear- 

-1- ▼ JL lie r period of financial deregulation. Australia started liberalising its fi
nancial markets in the 1970s, and the process was essentially completed by 1986.

This article reviews the reform sequence before Wallis, and examines the ef
fects (some of which were unexpected) of reform on financial and other markets, 
the macroeconomy, and the policy environment. In particular, implications for the 
transmission of monetary policy are examined, along with sc ~ of the challenges 
that liberalisation and internationalisation pose for policy-makers.

The Sequence of Financial Reforms

This section outlines the sequence and motivation of reform up to, but not includ
ing, die Financial System (‘Wallis’) Inquiry (1997).' At the start of the 1970s, die 
Australian financial system was closed and highly regulated. Interest rates were con
trolled by die audiorides, strict limits were placed on bank lending, financial institu- 
dons were required to buy government securities at non-market prices, and move
ments of capital into and (especially) out of the country were tighdy controlled. 
This system was reformed gradually between die mid-1970s and die mid-1980s. 
The domestic financial system and die capital account were reformed more or less 
simultaneously.

Domestic reform comprised die two elements of deregulating bank operations 
(notably the removal of controls over interest rates on certificates of deposits in Sep
tember 1973, other bank deposits in December 1980, and loan rates in April 1985) 
and liberalising markets in government securities (notably the shift from a ‘tap’ to a 
market-based tender system for Treasury Notes in December 1979 and Treasury 
Bonds in August 1982). Deregulation of banking operations gave banks responsi
bility, allowing them to shift from simple credit allocation to liabilities management

l
A chronology o f reform o f  the domestic financial sector and the capital account is provided in an 

Appendix. Accounts o f  financial deregulation in Australia include Harper (1986), Battellino and 
Macmillan (1989), M ilboume (1990), Carew (1991), Grenville (1991), Lowe (1994, 1995), Gruen 
(1994), Edey and Gray (1996) and Financial System Inquiry (1997).

Gordon de Brouwer is Chief Manager, International Markets and Relations, In
ternational Department at the Reserve Bank o f  Australia.
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in the face o f market-determined demand for credit. The liberalisation of govern
ment securities substantially deepened financial markets for both domestic and for
eign portfolio investors.

The key reform on the international side was the floating o f the exchange rate 
and the removal o f most capital controls in December 1983. The prior history of 
deregulation o f the capital account was not one o f uniform movement towards a 
deregulated system: in the 1970s, controls on capital inflows were intensified or 
moderated a number o f times in response to the strength of those flows and the 
authorities’ intention to control them. Liberalisation did not proceed along a 
straight path.

Some basic aspects o f Australia’s sequence o f reform are o f interest. First, as is 
clear from the development literature, countries which initiate major rapid reform 
usually do so because they face a crisis which leaves diem little choice but to re
spond widi big changes. In the case o f Australia, reform was mosdy gradual be
cause policy, markets and institutions were relatively stable. The exception to tliis 
was floating the currency on 9 December 1983, which occurred in response to de
stabilising capital flows.

Second, although studies such as the Campbell Committee Report in 1981 and 
die Mardn Report in 1983 were influential, reform was largely the result of policy
makers being adaptive and making judgments about which institutional arrange
ments yield a better economic and social outcome. Reform was pragmatic rather 
dian ideological. As institutions and markets developed, it became clear diat better 
outcomes would be delivered by the market. At the end of the 1970s and early 
1980s, die view diat free and open financial markets would improve die effective
ness of policy, the operation o f firms and die well-being of households became 
more widespread, particularly among policy-makers.

Third, the move to liberalise markets became irresistible. On die domestic 
front, banks were subject to extensive controls, which induced disintermediation in 
die form of die establishment and spread of 11011-bank financial intermediaries, but 
which, for constitutional reasons, lay outside die control o f die central bank. The 
monetary authorities were using an instrument (quantitative controls and interest 
rate regulations) over an ever-narrowing set of financial institutions. Deregulation 
and liberalisation gave the monetary audiorities an instrument (the short-term inter
bank interest rate) which affected not only banks, but all financial intermediaries 
and die whole range o f financial prices, from bank deposit and loan interest rates to 
bond yields and share prices.

Fourth, if die move to reform was inevitable, the process o f reform itself set in 
train ineluctable pressures for furdier, continued reform. As controls were eased in 
one segment o f the market, the pressure for reform in some other segment grew

2
The exchange controls that remain arc not substantial, and include, for example, requirements that all

foreign exchange transactions are intermediated by authorised foreign exchange dealers.
3
See, for example, Gelb, Jefferson and Singh (1993), Haggard, Lee and Maxfield (1993) and Golds- 

borough et al. (1996).
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(Harper, 1986). For example, liberalisation of private money-market instruments 
and bank deposit rates left the government little choice but to sell its securities at 
market prices. Reform sets off snowball effects, and, given the progress in technol
ogy, diese are probably even greater today.

F'ifth, die domestic and international financial systems are inextricably linked, 
and it is difficult to separate reform of the domestic financial system from reform of 
the capital account. The development of market-priced domestic debt markets, for 
example, made it more difficult to isolate foreign portfolio investment. In a gradual 
reform sequence, domestic and international reform occur in tandem.

Expected Benefits of Financial Reform

In their study on the effects of financial liberalisation on OECD economies, Edey 
and Hviding (1995) argue that liberalisation has provided three general benefits. 
First, it has improved internal efficiency in banking firms, as shown by declining 
operating costs and some fall in interest margins. It has improved allocative effi
ciency by removing distortions in relative funding costs and providing greater oppor
tunities for international portfolio diversification. Finally, it has reduced liquidity 
constraints and so enabled households to better smooth consumption over time.

From a broad overview, these three gains are evident for Australia. Competi
tion in the banking sector, especially for commercial wholesale finance and, more 
recendy, housing finance, has substantially increased. As a result, average margins 
in banking have declined moderately, as shown in Figure 1. Operating expenses 
have also fallen from about 4 per cent of assets in 1980 to around 3 per cent today. 
The decline in interest margins on personal loans, however, occurred only in 1996, 
as loan securitisation became more popular. Competition has had an effect, but it 
has been slower to take effect than expected.

Liberalisation has also increased allocative efficiency, in the sense diat savers 
and investors have more choice. Figure 2 shows how the institutional structure of 
die financial system has changed with deregulation. The bank sector, which was 
declining under regulation, has expanded, particularly through the entry of new 
banks. New sectors, particularly those involved with long-term saving, have grown 
substantially, suggesting that risk diversification has improved.

Liberalisation has greatly affected the ability of firms and households to smooth 
investment and consumption. For example, there is strong evidence that house
holds are now more able to maintain consumption when there are temporary 
changes in their current income (Debelle & Preston, 1995; de Brouwer, 1996). 
Obtaining the benefits for consumption smoothing (and probably investment 
smoothing) seems to depend on having both a liberalised and an open financial sys
tem (de Brouwer, 1996). The effect of financial liberalisation on investment and 
consumption smoothing is evident in how the current account and composition of 
capital flows have altered over time. As shown in Figure 3, the current account

4
O ne factor bcliind the expansion o f  the financial system is saving in the form ol compulsory superan

nuation. This detracts from diversification to the extent that it crowds out voluntary saving.



54 Gordon de Brouwer

deficit increased in the early 1980s, and the nature of capital flows shifted markedly 
from direct investment to more ‘general purpose’ portfolio investment

Figure 1: Average interest margins, 1980-97
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Source: Reserve Bank of Australia Bulletin.

Figure 2: Structure of the financial system, 1959-96

Source: Reserve Bank of Australia Bulletin.
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Figure 3: Current account and capital inflows, 1959-96

Source: Australian Bureau of Statistics.

Operating Efficiency

The triad of deregulation, liberalisation and internationalisation has had a range of 
effects on die operation of monetary policy. Reform has enhanced die operating 
efficiency of monetary policy in a number of ways.

First, in a regulated system, direct controls are applied to die balance sheets of 
one group of financial institutions, namely, banks. Disintermediation —  die expan
sion of 11011-bank financial intermediaries and the contracdon of banks —  occurred 
as a result of diese controls, forcing die burden of policy on an ever-smaller part of 
the financial system, and making monetary policy less effecdve. Dereguladon, lib- 
eralisadon and die shift to interest rate-based intervendon changed diis dramadcally: 
not only were all financial insdtudons affected by policy changes, but the effect was 
transmitted to the full set of financial prices, including bond yields and share prices.

Moreover, die shift from a ‘tap’ system for the sale of Commonwealdi govern
ment securides (CGS), whereby the government would set die interest rate and the 
market die quandty, to a tender system also gave the central bank greater control 
over monetary policy. This enhanced die marketability of CGS at a dme of growing 
budget deficits, enabling the government to fund its deficit by borrowing from the 
public and not the central bank. Moreover, since interest rates on CGS tended to 
be insensidve to movements in market rates, these securides became even less mar
ketable, and the reliance on central bank financing even greater, when monetary 
policy was dghtened. This undermined a tightening of monetary policy. Hence, the 
shift in auction methods not only secured the independence of monetary policy
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from fiscal policy, but also boosted its efficiency.
Finally, floating the exchange rate in December 1983 also improved the control 

of the Reserve Bank of Australia (RBA) over domestic liquidity. As shown in Fig
ure 4, after the war, Australia fixed its currency to British Sterling and, after deci
malisation in 1966, to the US dollar until 1976. From November 1976 to Decem
ber 1983, the exchange rate was determined under an adjustable peg system, by 
which the authorities set the exchange rate each morning and stood ready to clear 
any imbalances in the foreign exchange market at the end of the day. At times, 
these imbalances were large and unpredictable, severely undermining management 
of liquidity. This was remedied by floating die exchange rate.

Figure 4: Australian dollar, 1946-98
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Source: Reserve Bank of Australia Bulletin.

Effectiveness

Reform has also enhanced die economic effectiveness of monetary policy.
The Mundell-Fleming framework indicates that, so long as the exchange rate is 

flexible, a country can pursue an independent monetary policy. In a deregulated 
economy, monetary policy operates by setdng the short-term interest rate. Since 
prices are sdeky, changes in the nominal rate imply changes in the real interest rate, 
which is also the interest rate that most affects economic activity (Gruen, 1994:58-9). 
This is the case for Australia. Figure 5 shows that Australian short real interest rates

5
While the principle that Treasury Bonds would not be sold to the central bank for financing purposes 

was accepted, the central bank still purchased Treasury Notes until 1986. In August o f that year, the 
Treasury and the Reserve Bank of Australia (RBA) exchanged letters agreeing that the central bank 
would no longer provide short-term funding for the government This meant that the principle of full 
funding was adopted. Sec RBA (1993) for a detailed account
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have deviated from real rates in the G3 economies, at least for periods long enough 
to matter to policy. Moreover, the real interest rate clearly affects economic activity, 
as shown in Figure 6.

Figure 5: Short-term real interest rates, 1980-97

* adjusted for tax changes in April and September 1997
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Source: Reserve Bank of Australia Bulletin.

Figure 6: Economic growth and the real interest rate, 1980-97
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Reform has also opened up new and important channels by which changes in 
interest rates affect inflation and economic activity. There are at least five channels 
by which changes in interest rates affect the economy: inter-temporal substitution 
(the current cost of investment and consumption is affected, altering the decision 
whether to invest and consume now or later); cash flow (higher interest rates reduce 
cash flow and current spending); credit supply (higher interest rates change the mix 
of borrowers seeking loans, making banks more reluctant to lend); other asset ef
fects (changes in short-term rates may affect bond yields and share prices); and the 
exchange rate (higher rates appreciate the exchange rate, lowering import price infla
tion, reducing foreign demand for domestic output and shifting domestic demand 
to foreign output) (Grenville, 1995). liberalisation was instrumental in opening up 
these channels. When credit was rationed and interest rates fixed, quantitative con
trols, and not interest rates, were the fulcrum of monetary policy. In liberalised and 
open markets, financial prices, and the exchange rate in particular, play a key role in 
the transmission of monetary policy.

Moreover, the speed with which changes in policy affect output and inflation 
may be expected to be faster with financial liberalisation. For example, the speed 
with which changes in money market interest rates are transmitted to bank- 
intermediated deposit and loan rates —  and hence affect consumption and invest
ment —  depends on the degree of regulation and competition in the banking sys
tem (Lowe, 1995; de Brouwer, 1995). As banking has been deregulated and as 
competition has increased, the speed of transmission of policy may have increased. 
Similarly, as the exchange rate became more flexible and instrumental as part of the 
transmission mechanism, it also probably increased the speed with which changes in 
monetary policy affected output and inflation. The same probably holds true for 
other financial prices, like bond yields and share prices, which move rapidly when 
new information arrives. Changes in interest rates, however, do not seem to have 
affected output more quickly in the 1990s than in the 1980s (Gruen, Romalis & 
Chandra, 1997).

Finally, financial reform, particularly floating the exchange rate, has significantly 
enhanced stabilisation policy and the automatic stabilisers in the economy. This 
has occurred in three ways. First, given the resource orientation of exports, Austra
lia’s terms of trade are among the most variable of the developed economies. Un
der a fixed exchange rate, a fall in export prices reduces domestic income directly 
and indirectly through the contraction of liquidity generated as capital inflows ease 
on die back of lower expected returns and export receipts. Income unambiguously 
falls. But if the exchange rate is flexible, the currency depreciates in response to a 
fall in die terms of trade, and this cushions die negadve effect of the terms of trade 
fall on the traded goods sector. Output is stabilised. Moreover, die infladonary 
impact of the terms of trade also changes. Under fixed exchange rates, for example, 
a fall in the terms of trade is disinfladonary, since income is lost and lower capital 
inflow reduces liquidity. But when the exchange rate is flexible, the income loss is 
smaller (and could even be a gain if the exchange rate depreciates enough) and the 
depreciation itself boosts consumer prices since import prices rise in domestic cur-
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rency terms. A fall in the terms of trade may even be inflationary (Dwyer & Gruen,
1995).

Second, changes in the real exchange rate are effected by changes in the nomi
nal exchange rate or in inflation. When the exchange rate is fixed, the inflation rate 
changes to generate the required real exchange rate adjustment, although adjust
ment is slower in this case than a change in the nominal rate since asset prices are 
much less sticky or persistent than goods and services prices. There is a strong 
preference for flexibility in the nominal exchange rate because, first, the output 
costs of achieving a real depreciation can be minimised and, second, high and vari
able inflation itself is cosdy.

Third, opening the economy tends to increase competition in goods and serv
ices markets, because it usually allows new entrants, and tends to make more mar
kets ‘traded’ as opposed to non-traded. As a consequence, the market power of 
firms and labour to charge higher prices (in economists’ jargon, to extract monop
oly rents) falls. For example, as foreign competition becomes more important, 
domestic firms are forced to take account of the prices of their new competitors. 
Similarly, if workers set their wage claims too high, profits and sales fall for the firms 
that employ them, and they lose their jobs. Competition acts as a ‘discipline’ on 
bodi firms and workers. This also implies that the nature of ‘shocks’ may change. 
The economy, for example, may face fewer ‘wages shocks’, since wage increases 
which are not supported by an increase in productivity are likely only to end in 
more unemployment. Moreover, shocks are more likely to be transitory and just 
pass through the system if wages are not fully indexed. (One implication of this is 
that the outcomes associated with a particular monetary policy setting also depend 
on the institutional structure of the economy.)

Challenges

But reform has also opened up new challenges to policy.
In the first place, the size of, and turnover in, financial markets have expanded 

substantially, and the prices of financial instruments are affected by the policy inter
est rate. Exactly how other financial prices respond depends on the various mar
kets’ assessment of policy. Changes at the short end of the yield curve can quickly 
spread to the whole of the yield curve and to related financial returns, like share 
prices, and hence influence economic activity more rapidly. In this respect, the 
credibility of the central bank with respect to inflation is crucial. For example, an 
easing of short-term rates may reduce bond yields if the market considers the cen
tral bank to be credible and interprets the action as indicating that inflation is under 
control. If the central bank’s credibility is low, however, bond yields may rise be
cause the market thinks the central bank has ‘lost the plot’. Markets impose a sub
stantial discipline, not just on monetary policy, but also on fiscal, wages and compe
tition policy.

In this respect, it is worth noting that, at least for Australia, a floating exchange 
rate is anything but a ‘soft option’. Some commentators argue that fixing the cur
rency to that of a low-inflation country is the best way to secure low inflation: float-
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ing gives policy-makers monetary independence, but it also means that they have 
the option of choosing higher inflation. This is not the case for Australia, since the 
markets are a discipline on inflationary policy. As it turns out, Australia’s inflation 
performance after the float is superior to that of before the float: in the ten years 
before the float in December 1983, annual inflation averaged about 11 per cent, but 
since then it has averaged 5 per cent (and 2.5 per since 1991).

Second, the expectation that financial reform would give the central bank 
greater control over the monetary aggregates has not been borne out. Reform and 
technological change led to major changes in asset demand, rendering the monetary 
aggregates unstable and targets unattainable. Experimentation with a ‘checklist’ of 
indicators also proved unsatisfactory. In the end, left without an intermediate target, 
the RBA formulated monetary policy with direct reference to the ultimate policy 
objectives with respect to inflation and activity. This was clarified by the adoption of 
an inflation target, formally endorsed by the government, of keeping underlying 
inflation between 2 per cent and 3 per cent on average over the cycle. Since it takes 
between one and two years for a change in policy to have its full effect on employ
ment and inflation, policy has to be forward-looking.

Third, as a number of OECD countries, including Australia, experienced in the 
late 1980s and early 1990s, die adjustment to financial deregulation was associated 
widi asset price bubbles and a deterioration in the quality of bank assets. In Austra
lia’s case, easier access to funds, and intense competition between die banks for new 
business, generated an expansion of credit for investment, pardcularly in commer
cial property. This was amplified by rising asset values which boosted collateral and 
stimulated furdier expansion of bank loans and corporate balance sheets. Credit 
standards, on the whole, were loosened. When die economy slowed down and die 
bubble burst, non-performing loans severely eroded die profitability of die banking 
system, and left many firms over-leveraged. The recovery was delayed because in
stitutions had to repair their balance sheets (Lowe, 1994; Mills, Morling & Tease, 
1994). There are two implications for policy. First, die excesses of die late 1980s 
were part of a learning process by commercial bankers, firms and bank supervisors, 
and are not intrinsic to deregulation itself (Lowe, 1994; RBA, 1996:52). (Whedier 
odier countries have gained this insight vicariously, however, is an open question.) 
Second, proper credit and market risk systems need to be in place when finance is 
liberalised. Crucial elements of diis are that commercial bank officers have suffi
cient expertise to assess, monitor and control risk; that banks have adequate con- 
dngency reserves; and that bank auditors and supervisors ensure that minimum 
standards are clear and eflfecdve systems in place and enforced. Advances along 
this line in Australia include the introduction of on-site bank examinadons and the 
focus on managing market risk, rather than just credit risk. The Financial System 
Inquiry (1997) also recommended strengthening the surveillance of financial inter
mediaries by combining existing supervisory institutions into one.

The fourth broad challenge is to understand financial markets. This centres on 
two related issues. The first is that financial prices and capital flows sometimes 
seem to be excessively volatile, making policy formation difficult The second is
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that market reactions sometimes seem ‘excessive’. It has been well documented, 
for example, that financial markets can be too focused on the short term, too sensi
tive to new information, or too caught up in fads that drive financial ^prices away 
from die economic fundamentals which are diought to lie behind them. This may 
be, in part, because they sometimes follow risk-management techniques or trading 
rules —  like charting, technical analysis, program trading, stop-loss orders and dy
namic hedging techniques —  that are not necessarily related to macroeconomic 
fundamentals (Argy, 1996).

Consider, first, volatility in financial prices, and the exchange rate in particular. 
While volatility in OECD currencies has been greater after the collapse of the Bret
ton Woods system of fixed exchange rates in 1971, Edey and Hviding (1995) point 
out that trend volatility has not increased in this period, even if there are particular 
episodes of substantial volatility. Gruen (1994) shows that volatility in Australia has 
been similar to that in other countries. On the economic effects of volatility, how
ever, die literature is mixed, and the issue remains open. But in relation to Austra
lia, a first glance at the data suggests diat variability in output has not increased over 
the past few decades (Gruen, 1994), aldiough this observadon does not take account 
of the effect of other shocks, like oil price rises, that occurred in earlier decades.

Volatility in capital flows is something that policy-makers have grappled with for 
decades. In the 1970s, capital controls were applied and removed a number of 
times in response to the strengdi of capital inflows. The need to use controls de
pended largely on how fixed die exchange rate was. As die currency became more 
flexible, notably in die shift from a fixed to pegged (or semi-fixed) rate in 1976, die 
need to impose controls fell. The pegged rate system, however, still provided 
speculators with a one-way bet against the central bank —  and ultimately taxpayers 
—  and itself induced highly destabilising capital flows. For example, as indicated in 
Figure 7, in February 1983 the market expected a devaluation of die Australian 
dollar, sold the currency and bought foreign exchange, leading to a fall in reserves 
and inducing a devaluadon. In December of that year, the market expected a re
valuation and started to buy Australian dollars. The government floated die dollar, 
forcing speculators to speculate against themselves. In die process, the authorities 
gained control over liquidity.

As discussed above, a flexible exchange rate provides clear benefits to a small 
open economy like Australia. Moreover, a country with substantial resource en
dowments but small population and limited domestic capital like Australia will also 
be highly dependent on foreign capital. The best way to ensure stability in capital

For example, Gruen and Kortian (1996) provide evidence that the foreign exchange market incorpo
rates near-term expected changes in the terms o f trade into the Australian dollar, but not medium- and 
long-term changes. Isard (1995) concludes that covered interest parity is less likely to hold on long
dated instruments dian on short-dated ones. Davidson, Okunev and Tippett (1996) present evidence 
that the US and UK stock markets overdiscount longer-term corporate earnings, arguing that tiiis may 
be due to excessive focus on the short term. Cuder, Poterba and Summers (1990a, b) find significant 
short-term positive autocorrelation in excess returns on a range of financial assets, which they interpret 
as evidence of feedback trading, such as charting, and short-term inefficiencies.
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flows is to run stable and long-term sustainable economic policies. Policies that 
support low inflation, fiscal sustainability, a stable financial system, education and 
the rule o f law seem to be crucial to this (Sachs, Tom ell & Velasco, 1996; Barro, 
1996).

Figure 7: Capital inflows and floating the Australian dollar

RBA FX puichMM (LHS)

7WI (RHS)
-1000

-1500

Source: Reserve Bank of Australia Bulletin.

A further issue is the difficult question of whether financial prices reflect fun
damentals. This involves, first, a judgment about what fundamentals are. Take die 
real exchange rate, for example. The fundamental determinants of die Australian 
real exchange rate are commonly regarded as being die terms of trade, real interest 
differentials, net foreign liabilities and, perhaps, fiscal policy (Blundell-Wignall et 
ah, 1994; Tardid, 1996). Given reladonships based on past average responses, it is 
possible to form some view of die ‘fundamental’ value of die currency. These 
judgments are not precise, since they are based on estimates and die effect on the 
fundamental value depends on die permanence of die shock. Central banks also 
form a view on whether movements in bond prices and yields reflect changes in 
fundamentals, such as expected inflation or die global demand for and supply of 
capital, or are due to ‘market dynamics’.

But die issue is more complicated. An event described as market-driven may, 
in fact, be a failure of policy itself; the market may simply have been doing its job. 
Or diere may be elements of both forces: a fundamental need for policy adjust-

7
While elaborately transformed manufactures now account for about a quarter ol Australia’s exports, 

resources have been the mainstay of Australia’s export base. Resource prices, however, are relatively 
volatile, and diis generates more variability in the terms of trade than for most developed economies. 
This is reflected in the real exchange rate.
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ment exacerbated by market over-reaction to the situation. The 1992 European 
and the 1994 Mexican exchange rate crises may be examples. German reunifica
tion, for example, was tantamount to a major negative supply shock and positive 
demand shock for Germany. The only way to contain incipient inflation and the 
sharp increase in demand for capital was to raise local interest rates and allow a real 
revaluation of the German mark. But nominal revaluation was not possible within 
the framework of fixed exchange rates in the European Monetary System, and so all 
countries in the system were bound to undergo rising interest rates at a time when 
demand in their economies was weak. For some countries, like the United King
dom, Italy and Spain, this was not a credible policy given their domestic circum
stances, and markets reacted accordingly. The Mexican crisis of 1994 occurred 
against a backdrop of rapid accumulation of short-term US dollar-denominated li
abilities, without a build-up of foreign exchange reserves, but with a marked deterio
ration in Mexico’s fiscal position and increased political uncertainty (IMF, 1995:90- 
7). Again, markets were reacting to a situation they saw as unsustainable. The story 
of East Asia in 1997 is likely to have similar elements.

More difficult, however, is what to do if there is a market misalignment or clear 
over-reaction. If a market correction is imminent, or the misalignment small, then 
no special response may be required. But if the misalignment is judged to be large 
and persistent, or market reaction to some event excessive, then some policy re
sponse may be appropriate. A number of responses to these sorts of events are 
possible:

• persuasion, through speeches and written assessments of die economy and fi
nancial markets. A central bank might indicate at times diat it regards the reac
tion in particular financial markets to have been excessive;

• sterilised intervention in die foreign exchange market to signal that the central 
bank judges that market’s response to be excessive. While sterilised intervendon 
does not change the liquidity in the system (it merely changes the composidon of 
central bank assets), it can influence die market’s expectadons and provide sta
bility to die exchange rate in periods of uncertainty. In Australia, intervendon 
was significandy used in die second half of the 1980s when the market was fairly 
unsetded, pardcularly following the ‘banana republic’ comment by the dien 
Treasurer in mid-1986, and the strong appreciadon of the Australian dollar in 
February 1989 (when die Australian dollar reached US$0.90) (Campbell, 1995); 
and

• use o f  short-term interest rates to influence capital llows. This is a feature of 
monetary policy decision-making in a number of countries where the exchange 
rate is an important focus of policy. In Australia, monetary policy is primarily 
focused on internal objeedves. An example of die use of interest rates to influ
ence capital flows was in mid-1986, when short-term interest rates were increased 
to resist die depreciadon of the exchange rate (Lowe, 1994:167-8).
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Conclusion

Financial deregulation, liberalisation and internationalisation have had pervasive 
effects on the economy. This triad of reform has brought many benefits, particu
larly in terms of financial market efficiency and macroeconomic stabilisation. For 
example, interest margins have narrowed, portfolios have expanded, and firms and 
households have found it easier to ‘smooth’ their spending. Moreover, the floating 
exchange rate has reduced the impact of real external shocks on output and infla
tion. But reform has also raised some new challenges for policy-makers, including 
greater discipline on monetary and fiscal policies and the need to keep watch on 
stability in financial markets and in the banking system.

Appendix

Chronology of Financial Reform in Australia

At die start of 1970, in regard to the domestic financial market, quantitaiive controls 
were applied to bank lending, general controls on the products banks could offer, 
and interest rate controls on both deposits and loans. Banks were licensed either as 
trading banks or as savings banks. In 1968, banks were allowed to offer lease fi
nancing beyond overdraft limits, and in 1969 trading banks were allowed to issue 
certificates of deposit and savings banks allowed to offer investment accounts (both 
subject to prescriptions).

In regard to the capital account, all international transactions were subject to 
exchange control approval by the RBA. The only laws affecting foreign investment 
in Australia were in the areas of banking, civil aviation, radio and television. The 
most acceptable forms of investment were those which contributed to development, 
introduced new technology or products, established new operations, or included 
some local equity or management Investment judged to be speculative or subvert
ing local control was discouraged. Australian investment abroad was virtually em
bargoed, with approval granted only in exceptional circumstances. Direct invest
ment abroad was allowed if it promoted export markets or served to protect or ex
pand an existing interest.
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Major financial reforms in Australia, 1970-96
D ate Domestic financial reform Capital account reform

Mar 70 Savings bank deposit rates allowed to be 
varied subject to the maximum rate set 
by the RBA.

Oct 70 Savings bank prescribed asset ratio 
(forcing purchase of government 
securities) reduced from 65 to 60 per 
cent.

Aug 71 Minimum balance on savings banks 
investment accounts reduced from $500 
to $100, and the minimum transaction 
requirement dropped.

Sept 71 RBA introduces surveillance of capital 
transactions bringing more than A$250,000 
into Australia.

Feb 72 Maximum interest rate on overdrafts, 
housing loans and trading bank 
deposits over A$50,000 removed.

Sept 72 Embargo on foreign borrowings with a ma
turity of two years or less; guidelines on 
overseas companies borrowing in Australia 
(introduced May 1965) removed.

Dec 72 Variable deposit requirement (VDR) 
scheme introduced, by which 25 per cent of 
funds borrowed from overseas were lodged 
with the RBA in a non-interest bearing ac
count until the borrowinq was repaid.

Mar 73 Restrictions placed on foreign real estate 
investment in Australia, unless the pur
chase was incidental to another purpose.

Sept 73 Interest rate ceilings on certificates of 
deposit removed, and the maximum term 
extended from 2 to 4 years.

Oct 73 VDR raised from 25 to 33.3 per cent.
June 74 VDR reduced to 5 per cent.
Sept 74 Savings banks prescribed asset ratio 

reduced from 60 to 50 per cent.
Nov 74 VDR abolished; embargo on foreign bor

rowings (September 1972) eased to apply 
only to loans of less than six months.

Jan 75 Banks’ agreement to maintain uniform 
fee structure discontinued since it was 
contrary to Trade Practices Act.

Jan 76 Foreign Takeovers Act 1975 comes into 
force, giving the government authority to 
prohibit a foreign takeover if it is deemed 
contrary to the ‘national interest*.

Feb 76 Limit extended to A$100,000.
April 76 Foreign Investment Review Board estab

lished.
Jan 77 Embargo on foreign borrowings re-extended 

to two years or less; VDR revived and set at 
25 per cent.

May 77 Prescribed asset ratio reduced from 50 
to 45 per cent.

July 77 Embargo on foreign borrowings relaxed to
apply only to borrowings of six months or 
less; VDR suspended.
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J u n e  78 G en era l re laxation  in foreign in v estm en t 
policy, including su sp en d in g  th e  em b a rg o  
on o v e rs e a s  borrow ings of six m o n th s  or 
le s s .

Aug 78 P re sc rib ed  a s s e t  ratio re d u ce d  from  45  
to  4 0  p e r  cen t.

Ju ly  80 S urveillance  of capital inflows to  A ustralia  
e a s e d .

D ec 80 In te re s t ra te  ceilings o n  all bank  d e p o sits  
rem oved .

Ju ly  81 All restric tions on  A ustralian investm en t 
o v e rs e a s  in eq u ities  a n d  real e s ta te  re 
m oved  (although foreign ex ch a n g e  approval 
from  th e  RBA w a s still required).

J u n e  82 RBA c e a s e s  quan tita tive  lending guid
a n ce .

Aug 82 P re sc rib ed  a s s e t  ratio rep laced  by a  
m uch  low er r e se rv e s  a s s e t  ratio.

M ay 83 In terest paid  to  n o n -res id en ts  by A u stra 
lians su b je c t to  a  withholding tax.

D ec 83 A ustralian  dollar floated  a n d  m o st e x ch a n g e  
con tro ls abo lished .

Aug 84 All rem ain ing  con tro ls on  th e  te rm s and  
conditions of b an k  d e p o s its  rem oved; 
sa v in g s  b a n k s  allow ed to  offer c h eq u e - 
ing facilities.

J a n  85 S o m e  restric tions relating to foreign in
v e s tm e n t in A ustralian  secu rities  lifted, 
allowing foreign governm en t a g e n c ie s  and  
foreign b a n k s , o th e r  th an  central b an k s, to 
invest in A ustralian  secu rities.

F eb  85 Entry of 16 foreign b an k s
April 85 R em ain ing  ceilings on  in te res t ra te s  

rem oved , e x ce p t for ow ner-occupied  
housing  lo an s  u n d e r A $100 ,000 .

S e p t 85 E stab lish m en t of 45  new  m erch an t banks, 
an d  19 p ro p o sa ls  for restructuring  of ex ist
ing m erch an t b an k s, approved .

O ct 85 Significant relaxation  in existing p ro c ed u re s  
for sc ree n in g  foreign investm en t p ro p o sa ls .

April 86 In te re st ra te  ceiling on  n ew  ow ner- 
o ccu p ied  housing  lo an s  rem oved , ex is t
ing lo an s  still su b je c t to  m axim um  ra te  of 
13.5 p e r  cen t.

Ju ly  86 R em oval of ex em p tio n s from in te res t with
holding tax  on  A ustralian  secu rities, but 
policy rev ersed ; foreign investm en t in 
m anufacturing  an d  real e s ta te  gu idelines 
relaxed.

April 87 Foreign tak eo v er gu idelines relaxed.
S e p t 88 R e se rv e s  a s s e t  ratio rep laced  by prim e 

a s s e t  ratio, by  which 10 p e r  c e n t of li
abilities (excluding sh a re h o ld e rs ’ funds) 
requ ired  to  b e  held  in p rim e a s s e ts ,  like 
c a s h  o r g o v e rn m en t secu rities .

J a n  90 D istinction b e tw ee n  trad ing  a n d  sav in g s 
b a n k s  rem oved .

F eb  92 Further en try  by foreign b a n k s  ap p roved .
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Feb 92- Foreign banks given the choice of operat- 
June 94 ing as branch or locally incorporated sub

sidiary, but branches, unlike locally incor
porated subsidiaries, not allowed to con- 

___________duct retail banking business.____________

Sources: Battellino and Macmillan (1989); Gruen (1994); de Brouwer (1995).
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Explaining Taiwan’s Economic Miracle: 
Are the Revisionists Right?

Pan-Long Tsai

In Taiwan between 1958 and 1963 when these policy revisions were being 
made, there was no idea that the economy was moving into an entirely new, 
externally oriented growth phase, and only with hindsight has the signifi
cance become obvious ... The policy switches were based on limited 
thinking about the immediate problems of unemployment and foreign ex
change shortages. (Fei, 1995:47)

T ■ TAIWAN’S economic achievements over the past half-century have been re
markable (Table 1). The economy has been increasingly opened after the 
export drive of the 1960s and 1970s. Moreover, growth has not been 

achieved at die price of increasing inequality. The ratio of the incomes of the top 
20 per cent of households to diose of the lowest 20 per cent, estimated to be 20.47 
in 1953 and 11.56 in 1961, has decreased to 5.33 in 1964 and never exceeded 6 
since then, though it increased slighdy in the 1990s (Chan & Clark, 1992; Li, 1995).

1 aiwan’s transition from poverty to prosperity has been accompanied by pro
found structural changes (Table 2). Not only did the industrial content of exports 
accelerate from 15 per cent in the 1950s to 96 per cent in the 1990s, but skill- and 
capital-intensive commodities have gained prominence among Taiwan’s exports.

Taiwan’s economic success is also confirmed by the resilience it has demon
strated in the recent Asian crisis (Table 3). The Taiwanese economy performed 
well in the first half of 1998. With some US$84 billion of foreign reserves, rela
tively healthy banking regulation and an extremely light foreign-debt burden, it still 
augurs well for Taiwan to withstand the financial storm.

Taiwan was a basket case, militanly, politically, and economically, on the eve of 
the Korean War. While it was struggling to recover from the damage of World 
War II, it had to take in a sudden influx of 1.6-2m refugees from the Chinese 
mainland, which increased its total population by over 25 per cent. The economy 
was further strained by one of the heaviest defence burdens in the world, reaching 
9.5 per cent of GNP and 47 per cent of the government budget in 1961 (Chan & 
Clark, 1992). Nevertheless, Taiwan managed to transform itself into a newly indus
trialising economy.

Pan-Long Tsai is Professor o f Economics at National Tsing Hua University, 
Hsinchu, Taiwan.
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Table 1

Selected indicators of Taiwan’s economy, 1952-96
Period 1952-60 1961-70 1971-80 1981-90 1991-96

Per capita GNP(current 
US$)

160.4 245.4 1,181.8 4,601.6 11,194.8

Period average (%) for: 
Real GDP growth 7.6 10.0 9.4 8.1 6.3
Unemployment 2.5 1.9 0.9 1.3 1.0
CPI change 9.85a 3.41 11.08 3.15 3.65
Household income na 5.11c 4.28d 4.60 5.27e

distribution6 
Gross domestic 14.8 21.1 31.8 33.3 26.9

savings /  GNP 
Gross domestic capital 16.3 21.9 30.5 22.5 23.4

formation /  GNP 
(Exports+imports) / GNP 22.2 37.4 81.1 83.8 75.4
Growth of exports 22.0 26.5 29.3 10.0 10.1
Notes: a1953-60. “Ratio of highest fifth’s income to lowest fifth’s income. T o r 
1964,1966,1968,1970 only. dNo data for 1971,1973 and 1975. e1991-95.

Sources: CEPD (1983, 1990, 1997); Li (1995:Appendix).

Table 2

Indicators of structural changes (per cent, period average)
Indicator 1952-60 1961-70 1971-80 1981-90 1991-96

Composition o f GDP
Agriculture 28.9 21.7 11.0 5.9 3.6
Industry 23.9 31.7 42.8 44.9 38.2
Services 47.3 46.6 46.2 49.2 58.2

Em ployment by industry
Agriculture 53.0 44.9 28.2 16.3 11.4
Industry 18.7 23.4 36.2 41.9 39.0
Services 28.3 31.7 35.6 41.8 49.6

Composition o f exports
Agricultural products 19.0 14.3 5.6 1.6 0.5
Processed agricultural 65.8 29.9 8.2 4.5 3.6

products
Industrial products 15.2 55.9 86.3 94.0 95.9

Sources: as for Table 1.
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Table 3

Rate of change in currencies and stock prices (per cent) in nine 
______ Asian countries (end June 1997 - end June 1998)______

Country Currency  
depreciationa

Stock price 
fall

Total change R ank

Hong Kong 0.0 43.8 43.8 7
Indonesia 83.6 38.5 122.1 1
Japan 18.3 23.2 41.5 8
Korea 35.3 60.0 95.3 3
Malaysia 39.0 57.7 96.7 2
Philippines 37.3 40.9 78.2 5
Singapore 15.4 46.3 61.7 6
T aiwan 19.0 16.4 35.4 9
Thailand 38.7 49.3 88.0 4

Note: aCurrency depreciates against US dollar.
Source: The Liberty Times, 4 July 1998; data compiled by DGBAS.

Explaining Taiwan’s Success

Over tiie past 30 years, different explanations have been advanced of the East Asian 
miracle in general, and Taiwan’s in particular. While the debate is far from setded, 
there is a growing consensus that, besides a stable social and political environment, 
macroeconomic stability is fundamental to sustained growth. At the micro or struc
tural level, however, much less agreement has been achieved (Lall, 1996; Tsai, 
1997). The neoclassical paradigm holds that the successful East Asian economies 
shared crucial common characteristics; for instance, they all tended to ‘get the 
prices right’ and to rely on market signals for resource allocation, even if they did go 
beyond the pure neoclassical prescriptions o f ‘law and order and infrastructure’.

By contrast, revisionists argue that the fast-growing East Asian economies owe 
their achievements less to economic liberalism than to selective industrial policies 
involving strategies of industrial targeting, ‘getting prices wrong’, ‘picking winners’, 
or even ‘creating winners’. W ade (1990), for example, has documented the exten
sive employment of tariffs, quantitative restrictions, fiscal incentives and selective 
credit policies by the Taiwanese government during various stages of development.

In this article, some fundamental defects in the revisionist’s arguments are 
highlighted.

See for example Bhagwati (1978), Krueger (1978), World Bank (1993), and Hill (1996). For Taiwan,
see Galenson (1979), Ranis (1995) and Riedel (1996).
2
In addition to Wade (1990), major contributors to this school of thought include Johnson (1982), 

Amsden (1989), Fishlow et al (1994) and Amsden (1994). Smith (1995) provides a very useful survey 
o f the contending theories. See also Lall (1996) and Ranis (1996). The East Asian debate is not lim
ited to the neoclassical and revisionist paradigms. For instance, Krugman (1994) claims that the growth 
was due simply to massive factor accumulation rather than productivity growth and thus there is noth
ing miraculous in the East Asian experience.
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The Path of Taiwan’s Industrial Development

Primary import substitution (1952-67). Taiwan’s industrial development since 1952 
may be usefully divided into four phases: primary import substitution (1952-57), 
transition and export promotion (1958-72), secondary import substitution (1973- 
BO), and promotion of strategic and high-tech industries (1981-present).

The most well-documented policy initiative during the first phase was the land 
reform program carried out in 1949-1953 (Ho, 1978). It led to the rapid agricul
tural growth and the advancement of agricultural technology, which facilitated indus
trial development by providing it with agricultural surplus on the one hand and a 
sufficient market for industrial outputs on the other. Above all, the individualism of 
land reform had unexpectedly turned farmers into small modem economic agents. 
According to Li (1995), this is die source of Taiwan’s economic miracle.

Like most developing countries in the 1950s, Taiwan resorted to so-called pri
mary or ‘easy’ import substitution (IS) (Lin, 1973; Ho, 1978). Unlike in most coun
tries adopting this strategy, however, Taiwan’s IS policy aimed largely at saving for
eign exchange rather dian self-sufficiency (Li, 1994; Kuo, 1997). A battery of inter
ventions, including protective tariffs, quantitative import restrictions, foreign ex
change controls and multiple exchange rates, was used to encourage domestic pro
duction of substitutes for imported goods such as textiles, cement and fertilisers. 
These policies, along widi deficit financing, selective credit allocation, entry barriers, 
control of raw materials allocation and so forth, protected die domestic infant in
dustries and made a significant impact on Taiwan’s earlier development.

Transition and export promotion (1958-72). As is usually die case, die small pro
tected domesdc market was quickly saturated, and primary import substitution lost 
momentum. Real GNP growdi rates fell every year during 1952-56; die growdi rate 
of industrial output declined to 11 per cent and diat of employment to 5 per cent in 
the second half of the 1950s (Ranis, 1979). Hardly any foreign exchange was saved; 
in 1958, Taiwan was still running a trade deficit of some US$70m. These prob
lems, along with increasing pressure from die United States, led ultimately to a 
wide-ranging reorientation of die development strategy. The most notable meas
ures were die foreign exchange refonn, die Nineteen-Point Economic and Fiscal 
Reform Programme (the 19-point programme hereafter), and the Statute for the 
Encouragement of Investment (SEI).

Under die foreign exchange reform adopted at die end of 1957, the multiple 
exchange-rate system was gradually dismanded and in 1963 die rate was set at NT$

3
For the initial conditions o f  Taiwan’s industrial development and more detailed descriptions o f  the

policy evolution, see Haggard and Pang (1994) and Dahlman and Sananikone (1997).
4
It is noteworthy that the reform had much earlier root. There were heated debates between the con

servative camp and the industrialising reformers back in the earlier 1950s (Haggard & Pang, 1994). In 
fact, som e export promotion measures were initiated before this stage; for instance, a tax rebates sys
tem which reimbursed import duties on raw materials was introduced in 1954 (Kuo, 1997).
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40 to US$1. The single exchange rate system ended die overvaluation of the New 
Taiwan dollar and paved the way for a decade of buoyant export expansion (Wang, 
1993; Haggard & Pang, 1994).

The 19-point programme of 1960 was intended ‘to encourage saving and in
vestment, to reduce expenditure and to promote exports’. It reviewed the various 
stopgap measures adopted in the past, with the aim of liberalising them and restor
ing market mechanisms; it established permanent economic institutions like die 
central banking system and capital market; and it provided preferential treatment to 
private business.

The SEI was designed to reduce die tax burden, to facilitate die acquisition of 
plant sites, and to simplify investment licensing procedures. At its core were tax 
incentives for exports, which were available for domestic as well as foreign investors. 
Within seven years, total tax exemption reached NT$3 billions, and GNP jumped 
235 per cent during 1960-67. Total foreign direct investment soared to US$34.2m 
in 1960-63, up from US$10.9m in 1952-59. Until it was superseded by die Statute 
for Industrial Upgrading (SIU) at the end of 1990, die SEI was die most important 
piece of legislation promoting the industrial development of Taiwan. Odier meas
ures promoting exports were die liberalisation of die foreign exchange allocation 
system, a special export loan programme, import liberalisation, and die establish
ment of export processing zones. However, as Wade (1990) and Bräutigam (1995) 
have argued, trade liberalisation was generally limited to die export sector, widi die 
domestic market remaining heavily protected. Despite this, the transition toward 
export promotion still represented die most significant policy shift in Taiwan’s 
postwar economic development.

Secondary import substitution (1973-80). Following a series of economic and po
litical shocks in die 1970s, there was a renewed emphasis on infrastructure as well as 
die role of state in the industrial development. In die Ten Major Construction 
Projects of 1974-78 die government invested some US$5 billion in six transporta
tion projects, several nuclear power plants, an integrated steel mill, a large shipyard, 
and several petrochemical plants. The last three projects on diis list involved a pol
icy of a secondary import substitution designed to establish a fully-fledged heavy and 
chemical industry (HCI). Also in 1973, die government set up the Industrial Tech
nology Research Institute (ITRI), which received government contracts to conduct 
research programmes, develop key technologies and transfer the results to industry 
in a non-exclusive manner. Togedier widi the Institute for Information Industry 
(III) established in 1979, ITRI played a leading role in bodi industrial technology 
and manpower development, and laid the foundation for die intense promotion of 
high-tech industries after die 1980s.

Strategic and high-tech industries and liberalisation (1981-present). The 1979 oil 
shock, die worsening labour shortage, increasing environmental concerns, and 
mounting protectionist pressure from the US in the 1980s led to a major shift of die 
development strategy in general and industrial policy in particular. Some HCI proj-
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ects were postponed or cancelled, and odier measures for industrial upgrading were 
adopted. First, following die announcement of the Ten Year Economic Develop
ment Projection (1980-89), a set of ‘strategic’ industries was selected according to 
the so-called ‘two-large’ (large linkage effects, large market potential), ‘two-high’ 
(high rate of value added, high technology intensity), and ‘two-low’ (low energy in
tensity, low pollution) criteria. Apart from the incentives in SEI, the government 
subsidised these industries dirough preferential medium- and long-term low interest 
loans and provided them with technology and management guidance (Smith, 
1997a).

Second, the Science and Technology Development Programme launched in 
1978-79 identified energy, materials, information and automation for development 
through national effort. Mimicking the model of Silicon Valley, the Hsinchu Sci
ence-Based Industrial Park (HSBIP) was established in 1980, and numerous meas
ures were adopted to promote die growth of high-tech industries (Kuo, 1997). The 
success of die HSBIP led in 1995 to a second science park being approved in 
Tainan.

Third, the 1980s witnessed accelerated liberalisation. Foreign exchange was 
decontrolled in 1987, and capital movement was freed. Bodi interest rates and the 
exchange rate were largely (diough not completely) deregulated. Most quantitative 
import controls were eliminated, and tariff protecdon was gready reduced. As for 
industrial policy, die most important development was die replacement of die SEI 
by die Statute for Industrial Upgrading (SIU) in 1991. The SIU offers incentives 
such as accelerated depreciation and tax breaks for energy conservation and as in
dustrial modernisation. These incentives are functional radier dian being targeted 
to specific industries, as was die case under die SEI. This change reflects not only 
the increasing difficulties involved in pursuing selective policies as Taiwan’s econ
omy becomes more complex, but also die deepening integration of Taiwan in die 
world economy and die need to observe international policy norms.

Picking Winners?

As noted, the revisionists maintain that the East Asian miracle was brought about by 
planned strategies of industrial targeting, ‘getting prices wrong’, and ‘picking’ or 
‘creating winners’. This hypodiesis has met the challenge of at least two tests. First, 
the motivation question: were the selective policies consciously planned, and die 
winners judiciously picked to reap some long-run dynamic comparative advantage 
anticipated by government officials? Second, the causation question: were the un
doubtedly extensive selective interventions in Taiwan a major determinant of Tai
wan’s extraordinary growth? Wade himself is somewhat cautious on diis point, 
conceding that ‘The fact of big leadership or big fellowship does not mean that gov
ernment intervention has been effective in promoting economic growth; it only 
means diat government cannot be dismissed as having made a negligible difference 
to outcomes’ (Wade, 1990:305).
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Land reform. There is little dispute about the far-reaching effects o f the land re
form on Taiwan’s development T o assess its implications for the industrial devel
opment in Taiwan, however, more attention has to be paid to its motivation. It is 
extremely important to note that the top priority o f the Kuomingtang (KMT) re
gime during the early 1950s was simply ‘security’ and ‘survival’. The economic mo
tivation was quite simply to feed the suddenly increased population by improving 
land productivity.

The political motives were more complicated and in some sense more impor
tant than the economic ones. First, the KMT recognised that one o f the key rea
sons for its defeat on the mainland was its failure to carry out its promised land re
form. It quickly undertook land reform in Taiwan to head off rural discontent 
stemming from the thirst for land by the poor peasants. Moreover, the reactivated 
farmer and irrigation associations were used to coopt the new class o f small land
holders into the KMT support base. Second, the land reform was designed also to 
crush the indigenous landlord class, die only group that could pose a challenge to 
the transplanted KMT regime. Third, a reliable food supply was vital for the even
tual counterattack on the Chinese mainland that the KMT envisaged at the time. 
Fourth, land reform was part o f the global anti-Communism strategy promoted by 
the US in the 1940s. These economic and political motives go far to explain why ‘in 
the early 1950s, both Chinese land reformers, and their American advisers ... were 
never concerned widi the possibility that reform might turn farmers into capitalists, 
and probably few of diem thought of tliis as a consequence’ (Li, 1995:221).

Import substitution. Revisionists argue that various interventions and industry
targeting policies during die IS phase contributed significantly to Taiwan’s industrial 
development. This could be true, but at best only widi hindsight. During the 
1950s, diere were few signs of any sensible vision about Taiwan’s future develop
ment, let alone any conscious strategies. Again, policies tended to be adopted in 
response to impending problems. Large amounts of foreign exchange were re
quired to import die fertiliser needed for higher food producdon, to import cloth, 
and to import cement for repairing die war-tom infrastructure. As a result, die fer
tiliser, textile and cement industries were targeted; and export industries reflecting 
Taiwan’s comparative advantage, such as processed agricultural products, were en
couraged.

As well as being a pragmatic response to die problems of the early 1950s, Tai
wan’s IS policy displayed several prominent characteristics. First was an emphasis 
on limited support to the targeted sectors and on the role of market^ which made it 
perfecdy consistent widi die conventional infant industry argument. According to 
K.Y. Yin, die architect of Taiwan’s economic policy in the 1950s:

5
The revisionists tend to equate the neoclassical paradigm to absolute laissez faire, which is an unfor

tunate mistake. Infant industry policy is perfecdy legitimate in the neoclassical paradigm. What con
cerns orthodox economists is how the policy is carried ouL
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The Government ... should give its support to those industries which it 
thinks must be developed and which are in need of its support. However, 
there should be a lim it... As to the development and growth ol die various 
industries ... it is still the responsibility of the industries themselves. From 
the long-range point of view, if normal development is to be attained, free 
competition must be maintained in order to attain higher efficiency, elimi
nate uneconomical production ... Excessive support obviously hampers 
the operation of free competition and is bound to result in the creation of 
greenhouse industries dependent entirely upon the Government. (Yin, 
1954:7)

Second, IS policy never completely ignored the export sector. In fact, against 
the conservative camp, Yin had insisted on promoting exports even in the very early 
days of the IS, partly to increase the flow of foreign exchange and partly to reduce 
the risk of inflation while accelerating capital accumulation through restraining do
mestic consumption (Wang, 1993).

Most important, Taiwan’s IS strategy represented a move towards liberalisation. 
The KMT was from the beginning strongly committed to statism, which is why Tai
wan’s public enterprise sector was much more significant dian those of the other 
newly industrialising countries. But gradually the KMT shifted from the doctrine 
of a ‘planned economy’ to one of ‘planned free economy’, culminating in the dras
tic policy reform of the late 1950s. The policy reorientation during 1958-63 had 
little to do with ‘governing the market’ or ‘picking winners’. This could not be bet
ter illustrated than by the quotation at the start of this article.

The secondary IS. The increasing dirigisme during die phase of the secondary IS 
seems to fit die revisionists’ interpretadon of Taiwan’s experience. Wade (1990:87) 
argues diat ‘The new direction of industrialisation was in fact mapped out long be
fore die mid-1970s’, citing passages from the Third Four-Year Plan (1961-64) and 
die Fourth Four-Year Plan (1965-68). It should be noted diat, during die 1960s, 
many East Asian countries, including Indonesia, Cambodia, Thailand, Malaysia and 
the Philippines, had development or industrialisation plans of various lengdis (Hsu, 
1997). However, few of them developed successfully simply because of diese plans. 
In the case of Taiwan, Fei (1992) observes that ‘In actual practice, die planning ... 
was litde more than a rough classification of all industries according to aphorisms 
imagined by the bureaucrats’. Tso-Jung Wang, K.Y. Yin’s own chief economist and 
the drafter of die 19-point programme, sadly pointed out in 1968:

The key problem is that our Government never pays attention to economic 
planning ... If you do not believe, you might go to check die office of the 
vice-chairman of the Council for International Economic Cooperation and 
Development (CIECD), the Minister of Economic Affairs, die Minister of 
Finance ... and see whether you could find a copy of die Fourth Four-Year 
Plan. If you are unfortunate enough to find one, it is for sure that it will be
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covered with thick dust. But you know that they are the key figures giving 
all the directions during the process of making the plans; they are the high- 
ranking officers responsible for implementing the plans. (Cited in Lin, 
1995:203; author’s translation)

So why and how was the secondary IS policy finalised? The most important 
reason was die accession of Chiang Ching-Kuo to the vice-premiership and die 
chairmanship of CIECD in 1969. Chiang made decisions virtually alone. He was 
inclined to Soviet-type economic planning as well as to heavy industries, probably 
owing to his training in the USSR. To consolidate his polidcal power, he initiated 
a wave of state-led industrialisation. In 1972 he became prime minister, and the 
following year announced the grandiose Ten Major Construction Projects, much to 
the surprise even of K.T. Li, the Minister of Finance who was responsible for fi
nancing them (Wang, 1993). The Projects turned out to contribute gready to Tai
wan’s rapid recovery from the two oil crises and to economic growdi diereafter. 
But diey were by no means designed to counter business cycles or shocks (Kuo, 
1997). The success was fortuitous, and, pace die revisionists, had nothing to do 
with any judicious selection.

High-tech industries. While progress from gradual to accelerating liberalisation has 
been die most important characteristic of die Taiwan economy since die early 
1980s, revisionists often cite the government’s active role in promoting high-tech 
industries as evidence of continuing dirigisme in Taiwan. It is argued dial widiout 
the government’s initiative and support, there would be no ITRI, no III, no Elec
tronic Research Services Organisation, no HSBIP, and dius no semiconductor in
dustry, no information industry, no United Microelectronics Corporation and no 
Taiwan Semiconductor Manufacturing Corporation. The argument is valid if we 
confine ourselves to a very special sector of the economy and to post-1970 devel
opment. But die high-tech semiconductor and information industries arc only a 
part, however crucial, of die wider electrical and electronics industry. Hobday 
claims:

The Taiwanese Government’s initial motive for encouraging electronics ... 
was to create employment, earn foreign exchange and exploit what was a 
fast-growing export opportunity. In the early days there was litde strategic 
thinking about die place o f  electronics and infonnadon technology in eco
nomic development. (Hobday, 1995:104; emphasis added)

In electronics, it is likely that direct technological and industrial intervention 
had litde effect during the 1960s and 1970s. Left to the market, die TNCs 
and hundreds of latecomer firms began the industry by manufacturing sim
ple products. ... Many small Taiwanese businesses mistrusted government, 
feared officialdom and kept their distance from state agencies. It is unlikely 
that specific programmes led direcdy to the start-up of many latecomer
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firms, or affected directly the strategies of large private companies such as 
Tatung, Sampo and Teco. ... Taiwan’s vigor in the electronics industry de
pended primarily on strategies and abilities of entrepreneurs, engineers and 
managers. (Hobday, 1995:98)

This suggests that the government’s role in the development of Taiwan’s high-tech 
industries was not as the revisionists depict. The argument can be taken further. 
The electrical and electronics industries were already the second largest export sec
tor in the mid-1960s, after textile products. By 1973, when ITRI was established, it 
had exceeded all manufacturing industries in terms of value added. Consequently, 
in this particular case at least, it seems more legitimate to say that the government 
was flexible enough to attach itself to the winners rather than judicious enough to 
pick the winners.

Efficacy o f  selective interventions. Nevertheless, the government did attempt to 
‘create winners’ on some occasions. The most prominent example is the long se
ries of failed attempts to promote the automobile industry. While admitting this as 
‘a case where protection has indeed had the predicted neoclassical results’, Wade 
(1990:102) insists that ‘it is an unusual case rather than the norm in Taiwan’. True, 
it was not the norm, but nor was it that unfamiliar in Taiwan. For example, there 
was the unsuccessful attempt to promote the aircraft industry, as detailed in Huang 
(1995); and there was a drive to encourage large-scale general trading companies, in 
the hope of unshackling Taiwanese firms from the control of Japanese sogo shosha 
(general trading companies) in international marketing. The government is still 
struggling with the aircraft programme, in a much lower gear, whereas the large-scale 
general trading companies programme was quietly terminated.

As for other policies discussed in this article, several studies have systemati
cally examined their successes and failures. Smith (1997a) has succinctly summa
rised most of the findings. The results were mixed. For instance, the SEI was 
found to be quite effective in the initial stages of industrial development in encour
aging investment, but the effectiveness of tax incentives had diminished over time. 
Investment credits indeed stimulated investment, but the goal of facilitating the ac
quisition of plant sites was not generally achieved. Government intervention clearly 
had some success in assisting high-tech industries, but strategic industry policy actu
ally discriminated against the industries it aimed to promote (Smith, 1997b). By 
contrast, Pack and Lin (1997) find that as much as 40 per cent (the upper bound) of 
the annual 5 per cent total factor productivity growth in the manufacturing sector 
could be attributed to industrial policy; yet even on this favourable estimate, selec
tive intervention would account for only 0.33 of a percentage point of economy
wide growth. As a result, they conclude that ‘picking’ or (more fashionably) ‘creat
ing’ winners was not a major determinant of Taiwan’s extraordinary growth.
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Industry Policy and the East Asia Crisis: Taiwan vs Korea

The current economic crisis in East Asia has confounded both sides of the debate 
on the causes of the economic miracle, which now looks more like a mirage. How
ever, a consensus is emerging among observers to the effect that the crisis is partly 
rooted in government-directed lending, which in turn is closely related to the indus
try policies pursued by some of the troubled economies in the past few decades 
(Gamaut, 1998; Hong, 1998; Krugman, 1998). In order to implement selective 
interventions, as the revisionists correctly point out, the government required finan
cial intermediaries to make credit available to designated borrowers at subsidised 
interest rates. As a result, the financial intermediaries were believed to be backed 
by die government in the form of explicit or implicit guarantees for their depositors. 
But the government’s guarantees, real or illusory, fostered moral hazard, encourag
ing the intermediaries to take excessive risks. The financial market inevitably de
generated into a vicious circle of bad loans, bankruptcies, and bailouts.

The contrast between Taiwan and Korea is particularly striking in this respect. 
Both are frequendy cited as exemplars of East Asian success. However, as Table 3 
suggests, the Korean economy has so far performed far worse dian Taiwan’s. The 
difference in their industrial strategies provides at least a partial explanation of diis. 
Korea’s aggressive selective industrial policy concentrated economic power in the 
hands of a small number of large-scale industries, the chaebols, and wiped out the 
small enterprises. It also nurtured a complex, under-regulated bank system con
trolled by die government and the chaebols, whose inherent moral hazard created 
the precondidons for the present crisis. By contrast, selective policies have been far 
less evident or important in Taiwan. Although policies like die directed allocation 
of investment funds were widely applied and tended to favour large and public en
terprises, they were by no means comparable to those of Korea. Indeed, die KMT 
government was reluctant to foster chaebol-type private business groups, pardy be
cause of the bitter lessons it learned on die Chinese mainland and pardy because it 
distrusted Taiwanese entrepreneurs. As a result, thousands of small and medium
sized enterprises flourished, ironically helped more by an extraordinarily efficient 
informal financial market than by government-directed credit. This conspicuous 
contrast in industrial structure between the Korean and the Taiwanese models 
could largely explain the very different consequences of die Asian crisis in die two 
countries.

Conclusion

In this article I have pointed out some fundamental flaws in the revisionists’ argu
ment diat the key to Taiwan’s economic success lies in governing the market, and in 
particular its pursuit of selective industry policies. Four findings stand out.

First, the Taiwanese government did intervene extensively and selectively during 
various stages of industrial development, but most intervention was either a re
sponse to impending problems or politically motivated rather than the outcome of 
judicious selection.
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Second, there is no clear-cut evidence that selective intervention was effective. 
At most, selective industry policy could have boosted total factor productivity in 
some promoted sectors; however, the magnitude was o f little significance in ex
plaining Taiwan’s phenomenal economy-wide growth. Even here, govemmerit 
could well not have ‘picked’ winners but rather attached itself to them.

Third, lack of information has led the revisionists to overlook the long-term 
trend in Taiwan’s industrial policy towards liberalisation, including the movement 
from a ‘planned economy’ to a ‘planned free economy’ in the early import substitu
tion phase.

Finally, Taiwan’s much stronger economic performance than Korea’s during 
the continuing East Asian economic crisis suggests that government-directed indus
trial policy based on easy money is self-defeating and is no recipe for fast and sus
tained economic growth.
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An Optimal Tax Burden?

Patrick J. Caragata, Why Are Your Taxes So High?,
Seascape Press, Auckland, 1998

Reviewed by Angela Ryan

W N this little book written for the lay reader, Patrick Caragata, a former adviser 
I on taxation policy with New Zealand’s Inland Revenue Department, claims that 

-A-economic growth will be maximised if taxation is reduced to between 15 per 
cent and 25 per cent of GDP. If the dead hand of taxation could only be lifted 
from the backs of hard-working Kiwis, he argues, growth would take off and self- 
reliance could blossom as the churches, the family, the community and voluntary 
organisations reclaimed the ground from which they have been crowded out by big 
government. But some taxation is necessary to finance growth-enhancing govern
ment spending on defence, a legal system and some infrastructure.

Caragata presents a colourful and unashamedly personal treatment of the issue 
of whether New Zealanders are getting good value for the taxes they pay. Much of 
the literature on the subject is not readily accessible to a broad section of the com
munity; and die author is to be congratulated for attempting to inform a wider pub
lic in a readable format. Otherwise heavy subject matter is lightened by die use of 
fascinating anecdotes linking die burden of tax to historical events such as the sign
ing of die Magna Carta, Lady Godiva’s escapades and the story of William Tell.

But for all diat, it is most unfortunate diat Caragata has not provided more sub
stance in his book. Having seized the reader’s attention with an entertaining style 
and his claim on the book’s cover that it contains no less than ‘die most important 
economic discovery of the 20th century’, he turns out to be a great disappointment. 
Underneath the bravado and backslapping (and there is a lot of diis: Caragata cer
tainly likes to mention his colleagues’ names on every possible occasion), there is a 
sense of a job half done.

The main conclusion of the book concerns the size of the tax burden that is 
most conducive to economic growdi (although Caragata confuses die ratio of tax to 
GDP with diat of public spending to GDP, using them interchangeably on occa
sions as if they were the same thing). But this is to put the cart before the horse. 
Surely die optimal tax burden will flow from the optimal level of government 
spending. The amount of tax we need to pay depends on the role we see for gov
ernment. This is likely to vary between countries (because of such factors as the 
stage of development) and across time (because of changes in circumstances, in
cluding such factors as wars or famines). It seems unlikely that a 15-25 per cent 
range is broad enough to meet all such circumstances.
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Evidence cited in the book itself is not always consistent with the 15-25 per cent 
range. For example, V. Tanzi and L. Schuknecht are quoted as stating that public 
spending may be beneficial up to the range of 30-40 per cent of GDP; and a cita
tion from the OECD suggests much more modest impacts of taxation on growth. 
The apparent contradictions are not even acknowledged. There is also little if any 
reference to the fact that die burden of tax varies with the kinds of tax. A 20 per 
cent tax burden imposes much higher economic costs (and reductions in growth) if 
it is raised at high rates from narrow bases than at low rates from broad bases.

Moreover, the more telling academic criticisms of the results from the studies 
that Caragata cites (the main one is by Professor Gerald Scully) are dismissed by 
appeal to credentialism. ‘Professor Scully was chosen because of his outstanding 
academic reputation (he is listed in Who's Who in Economics) ... I emphasise his 
credentials because his work provoked several unwarranted, personal attacks —  
which were carefully rebutted point by point’ (p. 63). Given the very public contro
versy over the findings from Scully’s study in New Zealand, Caragata should surely 
have referred to the critiques of it, such as the one by Ted Sieper commissioned by 
the New Zealand Treasury in 1997. Nor is the methodology used by Scully (and 
the subsequent studies on which Caragata relies) described anywhere in the book. 
True, the book was written for the lay reader; but a technical appendix could have 
been included.

I was also concerned about the assertion that, given three ways of measuring the 
optimal tax burden, ‘if entirely different methodologies lead to similar conclusions, 
then the criticisms are generally irrelevant’ (p. 62). Sieper claims that some of the 
problems in Scully’s study are common to all three methodologies, though he was 
not given access to the data required to test his concerns. The problems related, 
among other things, to the use of restricted regressions (unrestricted regressions 
were not reported), collinearity between regressors, the use of the unconventional 
CPI deflated series rather than the conventional constant-price GDP growth num
bers, and some unexplained divergences between the data provided by the Inland 
Revenue Department and those actually used by Professor Scully.

Caragata estimates the ‘marginal excess burden’ of taxation at $2.64 per dollar, 
but as the models used in the studies he cites do not consider the form taken by 
taxation, they could not possibly estimate marginal excess burdens, which conven
tionally measure distortions caused by variations in specific forms of taxation. Be
cause the book says so little about the methodology employed, such misunder
standings are likely to be common among readers who have not read associated 
material.

Overall, the book is worth reading, but only as an opener for discussion. If the 
author wanted the book to be taken more seriously than that, he needed to do 
more than cite his credentials and those of his colleagues to convince the reader of 
the value of the academic material used.

Angela Ryan is Director, Taxation, at the Australian Society of Certified Practis
ing Accountants.
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Challenging Perceptions of Progress

Richard Eckersley (ed.), Measuring Progress: Is life getting better?,
CSIRO Publishing, Melbourne ,1998

Reviewed by Winton Bates

V T hen asked whether life is getting better, the initial response of many 
%  /  \ /  readers would be to ask for the question to be clarified. This is possi- 

▼ ▼ bly the most appropriate response, despite the efforts of some con
tributors to this book to construct single composite indexes that are intended to 
measure ‘genuine progress’ covering the entire population of a country and every
thing that affects everybody.

The book is based on papers presented at a conference held in Canberra in 
July 1997. The breadth of topics provides support for the editor’s claim in the 
preface that the book ‘is one of the most wide-ranging explorations of progress yet 
undertaken’. It contains papers on definition and measurement of progress (by 
Richard Eckersley, Mike Salvaris, Ted Halstead, Clive Hamilton, Steve Dowrick 
and John Quiggin, and Dennis Trewin); papers on measurement of well-being and 
quality of life (by Colin Mathers and Bob Douglas, Eva Cox, Alex Wearing and 
Bruce Headey, and Michael Pusey); papers on work, poverty and income (by Sue 
Richardson, Peter Saunders, Ann Harding and David Johnson); and papers on the 
natural environment (by Valerie Brown, Ian Lowe, Tony Fleming, Denis Saunders, 
Ann Hamblin, Michael Manton, Trevor Ward and Peter Newton). The book also 
contains comments by several other people and a ‘summing up’ by Bob Gregory.

Richard Eckersley observes in the Preface that ‘the debate’ about indicators of 
progress ‘could alter radically our perceptions of progress, what it means, and how 
we measure it’. Eckersley advocates a change of perceptions in his own contribu
tion. He says: ‘The belief that material progress equates with a better life is so in
grained in our culture that most commentators tend to overlook the importance of 
other factors —  in particular, the personal, social and spiritual relationships that give 
our lives a moral texture and sense of meaning —  of self-worth, belonging, identity, 
purpose and hope’ (p. 9).

The most important measurement issue considered is whether progress can be 
assessed using a single index, or whether it is preferable to use a range of indicators. 
The main contributors in favour of a single index are Ted Halstead, founder of Re
defining Progress (a public policy institute based in the United States) and Clive 
Hamilton, executive director of the Australia Institute. The approach adopted by 
both authors involves an extension of the conventional national accounting frame
work to incorporate such factors as the value of household and community work, 
changes in the distribution of income, environmental damage and resource deple
tion.

Steve Dowrick and John Quiggin acknowledge that there are deficiencies in 
measurement of GDP that should be corrected, particularly in relation to health
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and education services. They argue, however, that it is not possible to construct a 
composite index reflecting all factors which impinge on social welfare because of the 
difficulty of placing a monetary value on things like democracy. Dennis Trewin, of 
the Australian Bureau of Statistics, also argues against composite indicators. He 
says: ‘Whilst they may be effective in capturing headlines, they are difficult to inter
pret accurately. They also give rise to many valuation questions and have the poten
tial to turn the debate away from the extent of national progress to justification of 
the assumptions underpinning the composite indicator’ (p. 120).

It seems to me that Clive Hamilton’s ‘genuine progress indicator’ reveals more 
about his values than about anything else. For example, he implies that reducing 
unemployment by one million hours should be counted as ‘genuine progress’ even 
if up to $8m of personal consumption expenditure has to be sacrificed to achieve 
this objective. This appears to open up the possibility of achieving a great amount 
of ‘genuine progress’ immediately by employing a larger number of people in the 
public sector without requiring any increase in the output of that sector—  that is, by 
reducing productivity. Does it make sense to count outcomes as ‘genuine progress’ 
if there is good reason to believe that they are not sustainable?

Another important issue discussed is the measurement of environmental 
change. Richard Eckersley argues that ‘energy consumption is a good general 
measure of overall environmental impact because of its broad association with total 
material consumption and waste production’ (p. 26). It seems to me that this is just 
as implausible as it would be to claim that energy consumption is a good measure of 
national output because it has a broad association with the production of goods.

It would be unfair to interpret the use of inappropriate environmental indica
tors as a deliberate attempt to mislead readers. It emerges from other contributions 
that the development of broad indicators of the impact of environmental change on 
the quality of life of humans in Australia is still at a rudimentary stage, probably less 
advanced than measurement of the output of marketable goods and services prior 
to the introduction of national income accounting. As well as explaining the inap
propriate interpretation of energy consumption, this may also explain why we often 
hear people quoting statistics such as the decline in number of frog species in Aus
tralia (from 294 in 1950 to 224 in 1995). I was surprised to learn from Denis 
Saunders’s paper that at present ‘there is no operational indicator to assess rate of 
change in native vegetation or marine habitat’ (p. 305).

The book discusses at some length the issues involved in measurement of in
come inequality and poverty, but it does not take us far in terms of clarifying 
whether or not outcomes in this area represent progress. For example, Ann Hard
ing’s paper shows that growing inequality in market incomes over the period 1982- 
94 was fully offset by changes in the tax-transfer system. Whether or not this redis
tributive activity of government should be interpreted as a contribution to progress 
seems to me to depend on more than just making the value judgment that increased 
inequality is undesirable. If a higher proportion of the households now depend on 
the welfare system for a large part of their income, this has implications for the na
ture of relationships among citizens. It means that, instead of obtaining income
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from mutually beneficial transactions with other people, an increasing proportion of 
households have come to depend on the willingness and ability of voters to force 
other households to pay high taxes. Unfortunately, the implications of changes in 
welfare dependency for measurement of progress are not explored.

The book also raises the question of the interpretation that should be placed on 
survey results that suggest that, while a large majority of Australians feel satisfied 
with their lives, they are unhappy with the direction of economic change. The re
sults presented by Michael Pusey, based on a sample of ‘Middle Australians’, indi
cate a widespread view that ‘people on low incomes’, ‘people in the middle’ and 
‘ordinary people generally’ have been losers from ‘the economic change that Aus
tralia has experienced over the last fifteen years or so’ (p. 192). The survey results 
suggest that feelings of anger and resentment were most commonly felt towards 
politicians, the ‘economic system’ and ‘big business’ (p. 195).

Pusey attributes this pessimism about the effects of economic change to ‘eco
nomic reform and restructuring’ which ‘have produced a redistribution of income 
and “life chances’” (p. 196). However, economic changes would still have occurred 
in the absence of the reforms and it is possible that those outcomes would be even 
less palatable to most people. Some relevant information is provided by an interna
tional survey recendy undertaken by the Angus Reid Group and reported in The 
Economist (1 August 1998, p. 26). The 16,000 adults included in the survey were 
asked about future prospects for themselves and their children; the results were 
used to rank the 29 countries covered according to the optimism of their citizens. 
Australia was ranked about the middle (14th). Respondents in the United States 
and Britain were more optimistic (ranked 4th and 9th respectively) while those in 
France and Japan were less optimistic (28th and 29th respectively). If market- 
oriented reforms adversely affect ‘life chances’ it would be reasonable to expect 
these rankings to be reversed.

The main shortcoming I see in this book is the absence of much recognition of 
the importance of institutions —  the rules of the game of society —  in influencing 
outcomes. There is little discussion of whether our political system is showing itself 
capable of defending the interests of the general population —  in all aspects of 
quality of life —  against the political pressures emanating from narrow interest 
groups. The paper by Eva Cox raises some interesting ideas on the role of social 
trust, but there is little discussion in the book on changes in social mores and their 
possible implications in any of a wide range of areas including family breakdown, 
welfare dependency, tax avoidance and crime. I could not find any discussion of 
the question of whether institutional changes, including changes in property rights, 
are having desirable or undesirable environmental impacts.

I doubt whether my perceptions of progress have been radically altered by this 
book, but it has provided me with a better appreciation of a range of differing views.

Winton Bates is an economic consultant based in Canberra.
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Value-free Evidence?

Stephen Castles, William Foster, Robyn Iredale and Glenn Withers, Immigration and 
Australia: Myths and Realities, Allen & Unwin with the Housing Industry Associa

tion Ltd, Sydney, 1998

Reviewed by Harry Clarke

n n H E  research for this book was financed by the Housing Industry Associa
tion, whose members have depended on migrants for selling almost half of 

.A . their housing output. Not surprisingly, the book supports high levels of 
immigration. My criticism of this book, however, stems not from any bias it dis
plays but from its low analytical level, which weakens the arguments advanced for its 
(often correct) conclusions.

The study seeks to ‘clarify the various arguments put by participants in recent 
immigration debates and to correct some of the false assertions and general mis
conceptions that so often arise’ (p. 2). It thus seeks to restrict attention to ‘argu
ments and evidence relating to impacts’ (p. 120). However, in interpreting impacts, 
theory is necessary.

Theory shows where potential problems from immigration arise. Extra people 
potentially provide a greater range of social and economic choices, so making a 
prima facie utilitarian case for a higher population. The limits to this ‘greater 
choice’ argument include the distributional effects of immigration in raising prop
erty incomes relative to wages, adverse selection of migrants seeking social security 
and health benefits, and wage/environmental distortions which imply that increased 
population will worsen external costs. There are also non-economic complications: 
residents may prefer cultural or racial uniformity to unrestricted diversity.

The first two chapters provide a background to Australian immigration and its 
demographic implications. This material is a useful compendium of up-to-date data 
and a good survey of basic issues. Political correctness intrudes in the discussion of 
ethnicity —  ‘how people perceive themselves’ being the ‘acceptable’ measure of 
ethnicity —  and also in references to multiculturalism and in implicit preferences 
for unlimited diversity in relation to mixed marriages.

The chapter on economics includes no references to trade theory or even to 
the notion that labour immigration is a globalising factor flow. In fact, ‘The results 
from which discussion is based derive predominantly from empirical rather than 
purely theoretical studies’ (p. 51). There are, however, informal and inadequate 
appeals to demand-generating immigration as an antidote to unemployment in 
markets with excess labour supply. In addition, the policy context chosen is 
whether immigration has good or bad effects; but the relevant issue concerns the 
types of migrants sought. Not even Pauline Hanson supports zero immigration!

The authors claim that empirical studies confirm that immigration does not 
cause unemployment. However, unemployment reduces expected wages; so dur
ing recessions immigration drops off. That high migration tends to be associated
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with low unemployment therefore does not imply the relationship suggested; and 
simple tests for reverse-causality do not avoid this difficulty. Immigration is not a 
useful antidote to unemployment with wage rigidity if increases in demand induced 
by immigration are financed by social security payments. Better then to spend so
cial security dollars in demand-creation for unemployed residents.

The authors refute claims about the impact of immigration on the current ac
count. However, why residents should care if migrants spend more than they earn 
initially by borrowing and widening the current account deficit remains unexplained. 
The supply effects on borrowing costs are negligible and the indebtedness of resi
dents does not change when immigrants borrow.

The effect of immigration on residents’ output per head is masked by standard 
national accounting procedures that fail to distinguish residents’ incomes from those 
accruing to migrants (see Clarke, 1997). That studies that fail to take this into ac
count suggest that per capita aggregate incomes respond positively though weakly to 
immigration implies, if anything, an understatement of gains from immigration —  
although die statistical basis for making any claim in this regard is dubious. Dis
tributional issues, which are far more important than efficiency issues here, are ig
nored in this study.

The lengthy chapter on environmental issues covers familiar terrain. Old falla
cies resurface and are routinely refuted. An important difficulty is that there is little 
relation between population and environmental quality; the latter depends on what 
people do, which reflects government policy and environmental attitudes. With 
good policy and social attitudes, a large population can be supported. Most of the 
environmental concerns raised in this chapter are real but irrelevant to immigration. 
The controversial proposal by Tim Flannery (1992) to educate migrants on the im
portance of Australian environmental issues and on the biodiversity value of Aus
tralia’s native flora and fauna is ignored.

In the chapter on the social implications of immigration, opinion polls diat re
veal that most Australians have long opposed high immigration levels are ignored, 
as is any suggestion that residents might not favour social decisions made by (or in
duced by) certain groups of migrants. For example, residents may not approve of 
the ethnic lobbies that have conditioned federal election outcomes for decades. 
Many Australians wish to assert their cultural (and economic) independence from 
Asia and would reject die ‘enrichment’ dieories propounded by some supporters of 
immigration. Some Australians resent the idea, beloved of multiculturalists, that 
Australia was an empty canvas without history or culture until recent migration pro
vided much-needed colour. What we are given in this chapter is die standard sup
port for pre-1996 immigration policies with cautionary critical asides. The authors 
claim, for example, that ghettos are not forming in Australia and diat even the areas 
of racial concentration that can be found are not as socially bad as those in the US; 
that some migrants are socially mobile while others are not; that some migrants 
draw extensively on social security but as they enter the country on humanitarian 
grounds this is understandable; that migrants might reduce social cohesion but diis 
also enriches society. I found the multiculturalist bent in this chapter tedious.
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In the conclusion, the authors try to deal with expectations of bias flowing from 
die book’s association with the Housing Industry Association by claiming that the 
study is concerned with evidence and not policy. But their conclusions —  that 
immigration does not increase unemployment but if anything it reduces it; that mi
grants bring in extra skills though these skills are sometimes not recognised; that 
migrants are not a drain on the public purse; that they increase Australian per cap
ita incomes and do not contribute much to environmental problems; that they do 
not reduce social cohesion or weaken Australia’s sense of identity —  are surely 
relevant to policy. Yet the authors’ insistence that they are value-free is unsatisfying 
given the role that this book will inevitably play in challenging the new approach to 
immigration pioneered by the Howard Coalition Government (well-surveyed by 
Birrell, 1997). More generally, is it appropriate to admit many migrants when un
employment is high? Is it sensible for migrants to settie in Sydney’s congested 
West when the environment there is inappropriately priced? Even if there are no 
ghettos in Australia, are the ethnic concentrations in Springvale and Cabramatta 
desirable? If unemployment among Vietnamese and Lebanese migrants is over 30 
per cent, is there not some suggestion that these groups, at least, are drawing more 
than average on social security? Most important, is it reasonable to have high im
migration when many Australian residents reveal they do not want this?

A selective immigration programme, recognising the value of Australian citizen
ship and the unique history and cultural values of the Australian people, can pro
vide a net economic and social advantage to Australia. This programme could be
come more liberal with labour market reform and an appropriately priced envi
ronment. The essential issue is how a selective programme can be based on com
munity views rather than social experiments. For distributional and employment 
reasons, the intake of unskilled migrants should be limited. Skilled migrants 
stimulate employment of unskilled residents and depress the wages of those who 
can best afford it. Moreover, Australia should aim to be an intelligent, resourceful 
society, not a dumping ground.

Australian residents as a whole should determine Australia’s immigration fu
ture, not solely the multicultural experts, the federal government, or those with a 
vested economic or ideological interest in high immigration.
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NON-AGENDA

With the view of causing an increase to take place in the mass of national wealth, or 
with a view to increase of the means either of subsistence or enjoyment, without 
some special reason, the general rule is, that nothing ought to be done or attempted 
by government. The motto, or watchword of government, on these occasions, 
ought to be —  Be quiet. . . Whatever measures, therefore, cannot be justified as 
exceptions to that rule, may be considered as non-agenda on the part of govern
ment.

How to Tax Food and Make the Tax System More 
Progressive at the Same Time

USTRALIA’S Commonwealth govermnent is claiming that it has a mandate
to introduce the reforms it put to the voters at the October 1998 election.
These reforms include a 10 per cent goods and services tax (GST) on a 

wide range o f goods and services, including food. However, the Australian D em o
crats, whose members are close to holding die balance o f power in the Senate, claim 
an opposing mandate. They promised to make the government’s tax package 
‘fairer’. In particular, they have vowed to oppose a G ST on food.

If die Democrats succeed in having food zero-rated, diis will create two sets of 
problems for the government. First, approximately A$5 billion o f tax revenue will 
be lost. T he government would dien have to accept a higher budget deficit, cut gov
ernm ent spending m ore vigorously, abandon some of die promised income-tax 
cuts, o r im plement some combinadon o f diese three opdons.

Second, zero radng of food would inevitably make the G ST m ore complex. 
Small business groups have argued that they should be compensated for addidonal 
complexity if food is zero-rated. It would also result in many absurdides. T here 
seems no good reason to zero-rate restaurant meals. But if restaurant meals are 
taxed, what about takeaway food? If takeaway food is taxed, what about hot chick
ens o r cold prepared foods in supermarkets? In Britain, hot pies and cold pies are 
taxed at different rates. If some food is zero-rated, there will inevitably be some 
arbitrary borderlines.

M att Benge is Lecturer in Economics at The Australian National University.

■ Jeremy Bentham (c. 1801)

Matt Benge
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Perhaps more importantly, if food is left out, this may lead to a domino effect 
with other industries claiming special treatment. The gains from lobbying by power
ful special interests are likely to be substantial. Policies can be overturned in either 
the House of Representatives or the Senate, giving lobbyists a double chance of suc
cess. And lobbyists may be particularly influential at present because the balance of 
power in the Senate is determined by a handful of votes cast by minor parties and 
independents.

This note does not make any judgment on whether the government’s package 
already provides adequate compensation for the poor; commentators may reasona
bly differ over this issue. It merely points out that, relative to the situation where 
food is zero-rated, it is possible at no additional cost to tax revenue to introduce a 
more progressive reform in which food is taxed.

The proposal put forward might do little to relieve the government’s revenue 
problem. Accordingly, the government might oppose it because it believes it has a 
mandate to implement the tax reform proposals that it put to the electorate. How
ever, it is far from clear that the government will succeed in getting its legislation 
through the parliament The proposal does at least overcome the other problems 
of zero-rating food and it does so in a way which makes the tax system more pro
gressive than would be the case if food were zero-rated.

The Proposal

The basic proposal is to tax food at a 10 per cent rate like other goods but to pro
vide a grant to each household equal to the GST that would be paid on food by an 
average household. In practice, households may differ in size and other characteris
tics; but ignore this complication for the moment. Suppose that the average house
hold expenditure on food is $6,000 a yean with a 10 per cent GST, die average 
household would pay $600 in tax on food. If all households were given $600 a 
year, households with expenditure below the average would be better off, and those 
with expenditure above the average would be worse off, than if food were zero- 
rated. As higher-income households tend to spend more in dollar terms than 
lower-income households, diis would make the tax system more progressive than 
would zero-rating food.

The proposal is illustrated in the diagram below. In the absence of the grant, 
GST on food as a function of expenditure on food would be given by the line OA. 
The grant to each household would be OB  (say, $600). GST revenue on food net 
of the grant is shown by the line B C  This means that, for poorer households which 
tend to spend less than the average on food, die grant exceeds GST on food and so 
net GST collections are negative. For richer households which tend to spend more 
than the average on food, GST on food would exceed the grant and so net GST is 
positive.

l
These are reasonable first approximations. The Household Expenditure Survey for 1993/94 (ABS, 

1996) reports average household expenditure on food of $111 a week.
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Tax revenue

A GST

C Net GST

Expenditure on food

Average expenditure on food

Higher-income householdsLower-income households

This form of die proposal would not alleviate the government’s revenue difficul
ties as the revenue raised from taxing food would all be given back as grants to 
households. There are, however, some other options. The option oudined here 
leads to a more progressive tax system than zero-rating food. If the intention were 
only to provide as progressive a tax change as would be accomplished by zero-rating 
food, a smaller level of grants to households might be thought acceptable.

Household Differences

This simple discussion has ignored the fact that households differ in important 
ways, such as size. For example, die cost of feeding an average household of five 
tends to be higher dian diat of feeding a couple widi no dependants. This is evident 
from die table below, which presents Household Expenditure Survey data on food 
expenditure for households of different size. Grants could be adjusted to take ac
count of family size, just as Family Payments are at present.

There would undoubtedly be some administradve costs involved in running the 
proposed grant system. However, it could operate in a similar way to Family Pay
ments, widi grants to households being direcdy credited to bank accounts. In prin
ciple, diere would appear to be no substantial difficulty widi diis approach. The 
scheme would clearly apply to greater numbers of people than die current Family 
Payments, but should be simpler to administer because the size of grant would not 
depend on income.

Clearly, a number of further issues would need to be resolved, such as how 
grants should vary across households of different size. One possibility would be to
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give a grant of some fixed amount per adult and some smaller amount per child. 
The optimal frequency of payments would also need to be determined.

Average weekly household expenditure on food and non-alcoholic 
____________________beverages, 1993/94 ($)___________________

Lowest 2 0  
p er cent

Second
quintile

Third
quintile

Fourth
quintile

Highest 20  
p er cent

2-person
household 76.44 85.43 90.89 105.82 132.96
3-person
household 97.82 115.55 134.12 138.12 182.39
4-person
household 119.62 133.61 152.11 172.02 206.66
5-person
household 125.05 147.37 163.93 188.70 232 .74

Source: ABS(1996).

Concluding Comments

As noted, the proposal would cost revenue relative to the complete GST including a 
tax on food. The government might oppose it on these grounds. However, die 
proposal does at least refute the argument that a GST on food is necessarily unfair 
or makes the tax system less progressive. Whether or not the tax system becomes 
less progressive depends on other changes that occur at the same time.

A closely associated point is that even if the Australian Democrats believe they 
have a mandate to make the tax package fairer, this need not necessarily require 
them to oppose a GST on food. Indeed, the inclusion of food could be part of a 
package that makes the tax more progressive.
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